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November 29, 2004
Accompanying this letter is an exposure draft of a proposed Statement of Position (SOP), Accounting by
Insurance Enterprises for Deferred Acquisition Costs on Internal Replacements.

A summary of the

significant provisions of the proposed SOP is included in the forepart of that document.
The purpose of the exposure draft is to solicit comments from preparers, auditors, and users of financial
statements and other interested parties. AcSEC invites comments on all matters in the proposed SOP and
particularly on the issues listed below. Respondents should refer to specific paragraph numbers and
include reasons for any suggestions or comments.
In March of 2003, the Accounting Standards Executive Committee (AcSEC) exposed a prior draft of the
proposed SOP, Accounting by Insurance Enterprises for Deferred Acquisition Costs on Internal
Replacements Other Than Those Specifically Described in FASB Statement No. 97, and received 10
comment letters. After further deliberations with the members of AcSEC and the Financial Accounting
Standards Board (FASB), certain significant conclusions proposed in the exposure draft were changed.
AcSEC believes it is important to expose the revised document to allow respondents to view all changes to
the proposed SOP in their entirety and to make sure the proposed guidance is clear and understandable.
Scope of SOP
Issue 1: The proposed SOP applies to all entities to which FASB Statement of Financial Accounting
Standards No. 60, Accounting and Reporting by Insurance Enterprises, as amended, applies; this includes
both short-duration and long-duration contracts.

The discussion of how to apply the guidance in the

proposed SOP to short-duration contracts has been expanded. Do you believe the guidance is clear and
operational? Why or why not?
Refer to paragraph 6 of this SOP.
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Internal Replacements
Issue 2: The proposed SOP concludes that an internal replacement is defined as a modification in product
benefits, coverages, or features that occurs by the exchange of a contract for a new contract, amendment,
endorsement, or rider to a contract, or the election of a feature within a contract. However, modifications
that result from the election by the contract holder of a benefit, coverage, feature, or a right that was within
the original contract are not considered internal replacements for purposes of this guidance as long as all of
the following conditions are met:
1. The election is made in accordance with terms fixed or specified within narrow ranges in the
original contract.
2. The benefit, feature, right, or coverage had been accounted for since the inception of the
contract, for example, the option to elect the feature is an embedded option within the contract
that is required to be accounted for under FASB Statement of Financial Accounting Standards
No. 133, Accounting for Derivative Instruments and Hedging Activities, as amended (or would
have been accounted for under FASB Statement No. 133 if the “grandfathering” provisions of
the Statement, for embedded derivatives, had not been elected), or the existence of the option
to elect the feature was assessed in the classification and the accounting of the contract, such
as, the classification of the contract as an insurance contract under SOP 03-1, Accounting and
Reporting by Insurance Enterprises for Certain Nontraditional Long-Duration Contracts and for
Separate Accounts,
3. The election of the benefit, feature, right, or coverage is not subject to underwriting for issuance
or adjustment of the initial pricing of that benefit, feature, right or coverage , and
4. The insurance enterprise cannot decline to provide the coverage or adjust the pricing of the
benefit, coverage, feature, or right.
Do you agree that contract modifications that result from the election of a benefit, feature, right, or coverage
and meet the criteria above should not be considered internal replacements?
Refer to paragraphs 8 and 9 and A4 through A7 of the proposed SOP.
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Determining Substantial Changes
Issue 3: The structure and certain of the proposed conclusions have been revised from those of the March
2003 exposure draft:
1. Some of the factors that had been included in the concept of inherent nature in the March 2003
exposure draft are now included in the conditions of paragraph 14 of the proposed SOP.
2. Contract modifications are to be classified as either integrated or nonintegrated contract
modifications or contract exchanges. The proposed SOP concludes that it is appropriate to
account for nonintegrated riders, coverages, and benefit features as separate contracts, as
these features are not related to or involved with the existing base contract.
3. The proposed SOP concludes that an internal replacement is determined to involve contracts
that are substantially unchanged only if all of the conditions in paragraph 14 of the proposed
SOP are satisfied.
4. The condition in paragraph 14(b) of the proposed SOP was changed from the March 2003
exposure draft, and now concludes that for an internal replacement to involve contracts that are
substantially unchanged, the nature of the investment return rights (for example, whether
amounts are determined by formula specified by the contract, the pass through of actual
performance of referenced investments, or at the discretion of the insurer), if any, cannot
change between the insurance enterprise and the contract holder. The proposed SOP now
concludes that the addition of a minimum return guarantee to a contract, if the nature of the
investment return rights is the pass through of actual performance of referenced assets, results
in a substantially changed contract.
(A) Do you believe the definitions of integrated and nonintegrated contract features are clear and
understandable? Why or why not? If you do not believe that the definitions are clear, what definitions
would you suggest?
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(B) Do you believe this guidance can be consistently interpreted and applied?
(C) Specifically, do you believe the change in the investment return rights criterion is sufficiently clear and
understandable to be consistently interpreted and applied?
(D) Appendix B, “Application of Statement of Position—Product and Product Feature Examples,” of the
proposed SOP contains a number of examples to assist preparers in interpreting and applying the guidance
in the proposed SOP. Are these examples helpful? Are there other examples that you think should be
included to illustrate appropriate application of this guidance?
(E) Do you believe inclusion of the flowchart in Appendix C, “Flowchart of Accounting,” of the proposed
SOP illustrating the application of the accounting model is helpful?
Refer to paragraphs 11 through 14; A8 through A11, A20 through A29, Appendix B, and Appendix C of the
proposed SOP.
Costs Related to Replacement Contracts That are Substantially Unchanged
Issue 4: The proposed SOP concludes that costs incurred in connection with an internal replacement that
results in a replacement contract that is substantially unchanged from the replaced contract should be
accounted for as policy maintenance costs and charged to expense as incurred. This is a change from the
March 2003 exposure draft, resulting after further clarification from the FASB as to the intent of the
guidance relative to acquisition costs contained in FASB Statements No. 60, Accounting and Reporting by
Insurance Enterprises, as amended, and No. 97, Accounting and Reporting by Insurance Enterprises for
Certain Long-Duration Contracts and for Realized Gains and Losses from the Sale of lnvestments. Do you
think the guidance in the proposed SOP is clear and understandable?

Refer to paragraphs 21 and A37 through A38 of the proposed SOP.

Effective Date
Issue 5: The proposed SOP is effective for internal replacements occurring in fiscal years beginning after
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December 15, 2005, with earlier adoption encouraged. Assuming the issuance of a final SOP during the
first quarter of 2005, is the effective date appropriate? Why or why not?

Refer to paragraphs 28 and A41 of the proposed SOP.

Transition
Issue 6: The proposed SOP concludes that changes in unamortized deferred acquisition costs, unearned
revenue liabilities, and deferred sales inducement assets that result from the impact on estimated gross
profits or margins of changes in accounting policy due to the adoption of this SOP should be reported in a
manner similar to the cumulative effect of a change in accounting principle in accordance with provisions of
Accounting Principles Board Opinion No. 20, Accounting Changes.

Is this guidance clear and

understandable? Do you believe companies will be able to appropriately implement this guidance? Why or
why not? Refer to paragraph 30 and A43 of the proposed SOP.
Comments on the exposure draft should be sent by e-mail to khekker@aicpa.org, or addressed to Kim
Kushmerick Hekker, Technical Manager, Accounting Standards, File 3162.DAC, American Institute of
Certified Public Accountants, 1211 Avenue of the Americas, New York, NY 10036-8775, in time to be
received by January 7, 2005.

Written comments on the exposure draft will become part of the public record of the AICPA and will be
available for public inspection at the AICPA offices for one year after January 7, 2005.
Sincerely,

Mark Bielstein, CPA
Chair
Accounting Standards
Executive Committee

Deborah H. Whitmore, CPA
Chair
DAC on Internal Replacements
Task Force

Daniel J. Noll, CPA
Director
Accounting Standards

8

Accounting Standards Executive Committee
(2003–2004)
Mark M. Bielstein , Chair
Robert J. Laux
John M. Althoff
Steve B. Lilien
Val R. Bitton
Andrew M. Mintzer
Karin A. French
Holly L. Nelson
Richard R. Jones
Benjamin S. Neuhausen
Carl Kampel
Coleman D. Ross
Peter H. Knutson
Brent A. Woodford
Accounting Standards Executive Committee
(2002–2003)
Mark V. Sever, Chair
Andrew M. Mintzer
Mark M. Bielstein
Richard H. Moseley
Val R. Bitton
Benjamin S. Neuhausen
Lawrence N. Dodyk
Coleman D. Ross
Karin A. French
Ashwinpaul C. Sondhi
James A. Koepke
Mary S. Stone
Robert J. Laux
Brent A. Woodford
Francis T. McGettigan

DAC on Internal Replacements Task Force
Deborah H. Whitmore, Chair
John W. Morris
Daniel C. Gifford
Rick Sojkowski
Ellen Hancock
Philip Surprenant
Mary Beth McCahan
James M. Yanosy

AICPA Staff
Daniel J. Noll
Director
Accounting Standards

Kim Kushmerick Hekker
Technical Manager
Accounting Standards

AcSEC gratefully acknowledges the contributions of Lisa G. Boy, Tom Campbell, Michael Ernst,
Mary Jane Fortin, John Harris, Laura J. Hay, Ken Height, Martin John, Robert Newman, Paula C.
Panik, John Reese, Brian Reilly, Mary Saslow, and Chris Schreier.

9

SUMMARY

This Statement of Position (SOP) provides guidance on accounting by insurance enterprises for deferred
acquisition costs on internal replacements other than those specifically described in Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Standards No. 97, Accounting and Reporting
by Insurance Enterprises for Certain Long-Duration Contracts and for Realized Gains and Losses from the
Sale of lnvestments.
•

The SOP defines an internal replacement as a modification in product benefits, coverages, or features
that occurs by the exchange of a contract for a new contract, amendment, endorsement, or rider to a
contract, or the election of a feature within a contract. Modifications that result from the election by the
contract holder of a feature, coverage, or a right that was within the original contract are not considered
internal replacements for purposes of this guidance as long as all of the conditions listed in paragraph 9
of this SOP are met.

•

The SOP introduces the terms integrated and nonintegrated contract features and specifies that
nonintegrated features are evaluated separately from the base contract and that integrated features are
evaluated in conjunction with the base contract.

•

Contract modifications involving integrated features are to be evaluated to determine whether the
contract has substantially changed as a result of the modification. Contract modifications meeting all of
the conditions in paragraph 14 of this SOP result in a replacement contract that is substantially
unchanged from the replaced contract and should be accounted for as a continuation of the replaced
contract.

•

An internal replacement that is determined to result in a replacement contract that is substantially
changed from the replaced contract should be accounted for as an extinguishment of the replaced
contract.

Unamortized deferred acquisition costs, unearned revenue liabilities, and deferred sales
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inducement assets from the replaced contract in an internal replacement transaction that results in a
substantially changed contract should not be deferred in connection with the replacement contract.

•

Unamortized deferred acquisition costs and the present value of future profits1 continue to be subject to
loss recognition testing in accordance with the provisions of FASB Statement No. 60, Accounting and
Reporting by Insurance Enterprises, as amended.

•

The notes to the financial statements should describe the accounting policy applied to internal
replacements, including whether or not the company has availed itself of the alternative application
guidance outlined in paragraphs 17 and 18 of this SOP and, if so, for which kinds of internal
replacement transactions.

This SOP is effective for internal replacements occurring in fiscal years beginning after December 15, 2005,
with earlier adoption encouraged. Restatement of previously issued annual financial statements is not
permitted. Initial application of this SOP should be as of the beginning of an entity’s fiscal year (that is, if
the SOP is adopted prior to the effective date and during an interim period, all prior interim periods of the
year of adoption should be restated).
Disclosure of the effect of the change on the results of operations of the period of change is required. If the
financial statements of the year of adoption are presented separately or included in comparative financial
statements, the notes to the financial statements should disclose (a) the fact that this SOP has been
adopted and the effective date of adoption, and (b) the nature of any differences in accounting principles or
financial statement presentation applicable to the financial statements presented that resulted from
adoption of this SOP.

1

The present value of future profits is as discussed in EITF Issue No. 92-9, Accounting for the Present Value of Future Profits
Resulting from the Acquisition of a Life Insurance Company.
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FOREWORD

The accounting guidance contained in this document has been cleared by the Financial Accounting
Standards Board (FASB). The procedure for clearing accounting guidance in documents issued by the
Accounting Standards Executive Committee (AcSEC) involves the FASB reviewing and discussing in public
board meetings (1) a prospectus for a project to develop a document, (2) a proposed exposure draft that
has been approved by at least 10 of AcSEC’s 15 members, and (3) a proposed final document that has
been approved by at least 10 of AcSEC’s 15 members. The document is cleared if at least four of the seven
FASB members do not object to AcSEC undertaking the project,1 issuing the proposed exposure draft or,
after considering the input received by AcSEC as a result of the issuance of the exposure draft, issuing the
final document.
The criteria applied by the FASB in its review of proposed projects and proposed documents include the
following:
1.

The proposal does not conflict with current or proposed accounting requirements, unless it is a
limited circumstance, usually in specialized industry accounting, and the proposal adequately
justifies the departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of applying it.

In many situations, prior to clearance, the FASB will propose suggestions, many of which are included in
the documents.

1

At the time AcSEC undertook the project, at least five of the seven FASB members were required to not object to AcSEC undertaking
this project.
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ACCOUNTING BY INSURANCE ENTERPRISES
FOR DEFERRED ACQUISITION COSTS ON INTERNAL REPLACEMENTS
INTRODUCTION AND BACKGROUND
1. Insurance enterprises may offer existing contract holders new products or modifications to existing
contracts1 for various reasons, such as increasing administrative efficiency and improving the competitive
position of the contract to enhance contract holder satisfaction and retention. For example, at the time
universal life-type contracts became popular, they were often purchased as replacements for traditional life
insurance contracts issued by the same enterprise. In those cases, the contract holder generally used the
cash surrender value of the previous contract to make an initial premium deposit for the new, universal lifetype contract. Further, contract holders often request insurance enterprises to make changes to their
existing contracts.

2. Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 97,
Accounting and Reporting by Insurance Enterprises for Certain Long-Duration Contracts and for Realized
Gains and Losses from the Sale of lnvestments, refers to the replacement by an insurance enterprise of
one of its traditional life insurance contracts by a universal life-type contract as an internal replacement.
FASB Statement No. 97 specifies that unamortized deferred acquisition costs related to traditional life
insurance contracts replaced with universal life-type contracts issued by the same insurance enterprise
shall not be deferred in connection with the replacement contract.

3. Diversity in practice exists in accounting for internal replacements other than those specified in FASB
Statement No. 97, which discusses internal replacements of traditional life insurance contracts with
universal life-type contracts only and does not address the accounting for other internal replacements (such
as traditional life with traditional life, universal life with universal life, annuity with annuity). AICPA Practice
Bulletin No. 8, Application of FASB Statement No. 97 to Insurance Enterprises, issued in November 1990,
clarifies that the accounting specified by FASB Statement No. 97 for internal replacement transactions
applies only to the replacement of traditional insurance contracts with universal life-type contracts. Practice
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Bulletin 8 paragraphs 18 and 19 state:

.18 Question 7: Does the accounting specified by FASB Statement No. 97, paragraph 26, for internal
replacement transactions apply only to the replacement of traditional insurance contracts by universal
life-type contracts?
.19 Answer 7: Yes, FASB Statement No. 97 addresses only replacements of traditional insurance
contracts by universal life-type contracts. The accounting for other internal replacements should be
based on the circumstances of the transaction. Paragraphs 70 to 72 of FASB Statement No. 97
discuss the Board’s rationale for requiring recognition of loss on the termination of the replaced
contract.

4. The basis for conclusions of FASB Statement No. 97 discusses alternative views of accounting for
internal replacements. Paragraph 71 of the Statement discusses two alternative views rejected by the
FASB:
a. Continued deferral of costs related to replacement contracts is appropriate based on the continuation of the
customer relationship:
The replacement of a traditional life insurance contract with a universal life-type contract typically
results in the need to account for an amount equal to the sum of (a) the unamortized acquisition costs
associated with the replaced contract and (b) the difference between the cash surrender value and
the previously recorded liability for policy benefits related to the replaced contract. The AICPA Issues
Paper suggested that this net amount should be deferred and amortized as part of the capitalized
acquisition costs of the new book of universal life-type contracts. The Issues Paper took the position
that the universal life-type replacement contract represented a continuing relationship between the
insurer and the policyholder, and maintained that the new contract represented only a change in the
form of the insurance protection.

b. Continued deferral of costs related to replaced contracts more closely equates the cost of replacement contracts
and contracts issued to new customers:

1

Terms defined in the “Glossary” are set in boldface type the first time they appear in text.
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Some respondents also suggested that the incremental costs of replacement transactions are usually
less than the costs of sales to new policyholders. In their view, the continued deferral of net amounts
related to replaced contracts more nearly equates the costs of contracts issued to different classes of
policyholders.

5. As stated in paragraph 72 of FASB Statement No. 97:
The Board rejected those proposals. The Board recognizes that an insurance enterprise that
conducts an internal replacement program may be motivated by a desire to retain its customer base
and that the alternative to replacement may be loss of that base. That objective is not, however,
different from the objectives of similar transactions undertaken by insurance enterprises and other
enterprises for which continued deferral of costs is not permitted, including the refunding of debt.

APPLICABILITY AND SCOPE
6. This Statement of Position (SOP) applies to all entities to which FASB Statement No. 60, Accounting
and Reporting by Insurance Enterprises, as amended, applies, hereinafter referred to as insurance
enterprises.2 3

CONCLUSIONS
7. If an internal replacement (as defined in paragraphs 8 through 10 of this SOP) occurs and the rights
and obligations of the parties to the contract are substantially unchanged (as defined in paragraph 14 of
this SOP), from those under the replaced contract, the replacement contract should be accounted for as a
continuation of the replaced contract in accordance with the guidance in paragraphs 15 through 23 of this
SOP. If the internal replacement occurs and results in a replacement contract that is substantially changed
from the replaced contract, the replaced contract should be accounted for as extinguished in accordance
with the guidance in paragraph 24 of this SOP.

2
3

FASB Statement No. 60, as amended, applies to life insurance enterprises, property and liability insurance enterprises, title
insurance enterprises, mortgage guaranty insurance enterprises, assessment enterprises, and fraternal benefit societies.
Other relevant accounting guidance, for instance FASB Statement No. 113, governs the determination of the implications of
modifications to insurance and reinsurance contracts on risk transfer assessment and the classification of short-duration contracts
as either retroactive or prospective.
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Internal Replacements
8. An internal replacement is defined as a modification in product benefits, features, rights or coverages
that occurs by the exchange of a contract for a new contract, amendment, endorsement, or rider to a
contract, or the election of a feature or coverage within a contract.
9. Modifications (other than partial withdrawals, surrenders or reductions in coverage that are addressed
in paragraph 10 of this SOP) that result from the election by the contract holder of a benefit, feature, right,
or coverage that was within the original contract are not considered internal replacements for purposes of
this guidance as long as all of the following conditions are met:
a. The election is made in accordance with terms fixed or specified within narrow ranges in
the original contract.
b. The benefit, feature, right, or coverage had been accounted for since the inception of the
contract, for example, the option to elect the feature is an embedded option within the
contract that is required to be accounted for under FASB Statement No. 133, Accounting
for Derivative Instruments and Hedging Activities, as amended, (or would have been
accounted for under FASB Statement No. 133 if the “grandfathering” provisions of the
Statement, for embedded derivatives, had not been elected) or the existence of the option
to elect a feature was assessed in the classification and accounting of the contract, such as
the classification of the contract as an insurance contract under SOP 03-1, Accounting and
Reporting by Insurance Enterprises for Certain Nontraditional Long-Duration Contracts and
for Separate Accounts,
c.

The election of the benefit, feature, right, or coverage is not subject to underwriting for
issuance or adjustment of the initial pricing of that benefit, feature, right, or coverage.

d. The insurance enterprise cannot decline to provide the coverage or adjust the pricing of the
benefit, feature, right, or coverage.
10. Partial withdrawals, surrenders, or reductions in coverage (for example, reduced face amount on a life
insurance contract or higher deductibles on a property casualty contract), as allowed by terms that are fixed
and specified at contract inception either in the contract or other pricing information available to the contract
holder, for that benefit, feature, right or coverage, whether or not surrender charges are assessed, are not
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internal replacements as long as there are no other modifications to the contract, at that time, that would
require evaluation under paragraph 14 of this SOP.
Nonintegrated Contract Features
11. Integrated contract features are those for which the benefits or coverages provided by the feature
can be determined only in conjunction with the provisions and balances related to the base contract, and
nonintegrated contract features are those for which the determination of benefits or coverages provided
by the feature is not related or dependent on the provisions and balances, as applicable, of the base or
replacement contract. Underwriting and pricing for nonintegrated contract features typically are executed
separately from other components of the contract.
12. If a contract feature or coverage is not integrated with the base contract, the addition or election of that
feature or coverage, in and of itself, does not change the existing base contract and as a result further
evaluation of the base contract under paragraph 14 of this SOP is not required. The nonintegrated contract
feature or coverage should be accounted for as a new, separately issued contract.

Subsequent

modifications made only to the nonintegrated contract feature or coverage should be evaluated under
paragraph 14 of this SOP separately from the base contract, and any deferred acquisition costs related to
the nonintegrated contract feature or coverage accounted for accordingly.

Contract Modifications Involving Integrated Contract Features
13. For contract modifications involving integrated contract features or coverages (other than those
contract modifications described in paragraphs 9 and 10 of this SOP), the insurance enterprise should
review the conditions set forth in paragraph 14 of this SOP to determine whether the contract has changed
substantially as a result of the modification.

A contract modification meeting all of the conditions in

paragraph 14 of this SOP results in a replacement contract that is substantially unchanged from the
replaced contract, and should be accounted for as a continuation of the replaced contract in accordance
with paragraphs 15 through 23 of this SOP. Only an internal replacement determined to be a contract
exchange, that is the legal extinguishment of one contract and the issuance of another contract, and
meeting all the conditions in paragraph 14 of this SOP, may be accounted for under paragraphs 17 and 18
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of this SOP, if it is not reasonably practicable for an insurance enterprise to account for the contract
exchange in the manner described in paragraph 16 of this SOP.. A contract modification that fails any of
the conditions in paragraph 14 of this SOP results in a replacement contract that is substantially changed
from the replaced contract, and should be accounted for as an extinguishment of the replaced contract in
accordance with paragraph 24 of this SOP.
Determining Substantial Changes
14. An internal replacement (which would not include a contract modification as described in paragraphs 9
and 10 of this SOP) is determined to involve contracts that are substantially unchanged only if all the
following conditions exist:
a.

The insured event, risk, or period of coverage of the contract has not changed, as noted by
no significant changes in the kind and degree of mortality risk, morbidity risk, or other insurance
risk, if any.

b. The nature of the investment return rights (for example, whether amounts are determined by
formulae specified by the contract, pass through of actual performance of referenced
investments, or at the discretion of the insurer), if any, has not changed between the insurance
enterprise and the contract holder.
c. No additional deposit, premium, or charge relating to the original benefit or coverage, in excess
of amounts contemplated in the original contract, is required to effect the transaction.
d. Other than distributions to the contract holder or contract designee or charges related to newly
purchased or elected benefits or coverages, there is no net reduction in the contract holder’s
account value or, for contracts not having an explicit or implicit account value, the cash
surrender value, if any.
e. There is no change in the participation or dividend features of the contract, if any.
f. There is no change to the amortization method or revenue classification of the contract.
If all of the conditions above are not met, an internal replacement is determined to involve contracts that are
substantially changed.
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Accounting for Contracts That Are Substantially Unchanged
15. An internal replacement that is determined to result in a replacement contract that is substantially
unchanged from the replaced contract should be accounted for as a continuation of the replaced contract.4
Unamortized deferred acquisition costs,5 unearned revenue liabilities, or deferred sales inducement assets
associated with the replaced contract should continue to be deferred and amortized or earned in
connection with the replacement contract. Other balances associated with the replaced contract, such as
any liability for minimum guaranteed death benefits (MGDBs) or guaranteed minimum income benefits
(GMIBs), should be accounted for in a similar manner, that is, as if the replacement contract is a
continuation of the replaced contract.

Accounting for FASB Statements No. 91, No. 97, and No. 120 Contracts
16. For contracts accounted for under FASB Statements No. 97 and No. 120, Accounting and Reporting by
Mutual Life Insurance Enterprises and by Insurance Enterprises for Certain Long-Duration Participating
Contracts, the estimated gross profits of the replacement contract are treated as revisions to the estimated
gross profits or margins of the replaced contract in the determination of the amortization of deferred
acquisition costs and deferred sales inducement assets and the recognition of unearned revenues. For
contracts to which the FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated
with Originating or Acquiring Loans and Initial Direct Costs of Leases, interest method amortization
methodology is applied, the replacement contract represents revisions to the cash flows of the replaced
contract, and unamortized deferred acquisition costs and deferred sales inducement assets are adjusted
accordingly. Other balances that are determined based on activity over the life of the contract, such as a
liability for MGDBs (which under the provisions of SOP 03-1 is determined based on assessments and
benefit costs) should be calculated considering the entire life of the contract, including activity during the
term of the replaced contract.
4

5

However, even if both accumulation and annuitization phase contracts are investment contracts involving no life contingencies, the
annuitization phase of a contract is separate and distinct from and cannot be accounted for as a continuation of the accumulation
phase of the contract. For a short-duration contract, renewal results in a separate and distinct contract that cannot be accounted for
as a continuation of the previous contract.
If the replaced contract was acquired in a purchase business combination, the insurance enterprise may also need to consider the
carrying amount of the present value of future profits as discussed in Emerging Issues Task Force (EITF) Issue No. 92-9,
Accounting for the Present Value of Future Profits Resulting from the Acquisition of a Life Insurance Company .
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17. If it is not reasonably practicable for an insurance enterprise to account for, in the manner described in
paragraph 16 of this SOP, a contract exchange that has resulted in a replacement contract that is
substantially unchanged from the replaced contract, the insurance enterprise should determine the balance
of unamortized deferred acquisition costs related to the replaced contract to carry forward to the
replacement contract and utilize estimated gross profits only of the replacement contract to determine
future amortization.

The total balance of unamortized deferred acquisition costs prior to the internal

replacement should be allocated between replaced contracts and contracts remaining in the original book
of business based on a reasonable and systematic allocation process. Appendix D, “Illustration of Deferred
Acquisition Costs and Unearned Revenue Liability Amortization for a FASB Statement No. 97 Internal
Replacement That Is Determined to Result in a Substantially Unchanged Contract,” of this SOP illustrates
one such allocation approach.

18. In conjunction with the guidance in paragraph 17 of this SOP, the balance of unamortized deferred
acquisition costs and other contract-related balances should be updated based on the most current
assumptions prior to the internal replacement. All related accounting balances that use estimated gross
profits or assessments as a base for amortization or recognition should be accounted for in a manner
consistent with that used for deferred acquisition costs.

Accounting for FASB Statement No. 60 Long-Duration Contracts
19. For long-duration contracts accounted for under FASB Statement No. 60, the replacement contract
should be viewed as a “prospective revision” of the replaced contract with future amortization of unamortized
deferred acquisition costs adjusted accordingly on a prospective basis.

Under the prospective revision

methodology, the unamortized deferred acquisition costs and benefit liability balances at the time of
replacement are unchanged. Future increases and decreases to the unamortized deferred acquisition costs
and benefit reserve balances should reflect the revised revenue expected from the replacement contract at
the time of replacement. This approach preserves the “lock-in” principle and is consistent with the treatment
of other premium changes on indeterminate premium life insurance and guaranteed renewable health
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insurance contracts accounted for under the provisions of FASB Statement No. 60. The prospective revision
methodology should be applied consistently for liabilities for policy benefits and unamortized deferred
acquisition costs.
Accounting for FASB Statement No. 60 Short-Duration Contracts
20. Similar to long-duration contracts accounted for under FASB Statement No. 60, a revision to a shortduration contract is viewed as a “prospective revision” with future recognition of unearned premium and
amortization of unamortized deferred acquisition costs adjusted, accordingly, on a prospective basis.
Consistent with the guidance in paragraphs 13 and 29 of FASB Statement No. 60, unearned premium
should be recognized as revenue over the period of the contract in proportion to the amount of insurance
protection provided, and amortization of deferred acquisition costs continues to be recognized in proportion
to the premium recognized.

Costs Related to Internal Replacements That Are Substantially Unchanged
21. Costs incurred in connection with an internal replacement that results in a replacement contract that is
substantially unchanged from the replaced contract should be accounted for as policy maintenance costs
and charged to expense as incurred.

Sales Inducements to Contract Holders Offered With Internal Replacements of Long-Duration Contracts
That Are Substantially Unchanged
22. In certain situations, an insurance enterprise may assess a surrender charge on the replaced contract
that is offset by an immediate sales inducement to a contract holder on the replacement contract. In this
situation, the insurance enterprise should offset any surrender charges assessed against the contract
holder’s account balance under the replaced contract against any stated immediate sales inducement to
determine whether there has been a net reduction in the contract holder’s account value in accordance with
paragraph 14 (d) of this SOP.

23. A sales inducement to a contract holder offered in conjunction with an internal replacement of a longduration contract that is determined to result in a replacement contract that is substantially unchanged from
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the replaced contract should be accounted for from the date of its addition to the replacement contract in
accordance with the guidance of SOP 03-1.

Accounting for Contracts That Are Substantially Changed
24. An internal replacement that is determined to result in a replacement contract that is substantially
changed from the replaced contract should be accounted for as an extinguishment of the replaced contract.
Unamortized deferred acquisition costs,5 unearned revenue liabilities, and deferred sales inducement
assets from the replaced contract in an internal replacement transaction that results in a substantially
changed contract should not be deferred in connection with the replacement contract. Other balances
associated with the replaced contract, such as any liability for MGDBs or GMIBs, should be accounted for
in a similar manner, that is, accounted for based on an extinguishment of the replaced contract and
issuance of a new contract. An existing unearned revenue liability for a short-duration contract should not
be recognized in income immediately if the insurance enterprise is required to continue to provide
coverage, and would continue to be recognized over the period of risk in proportion to the amount of the
insurance protection provided.

Assessments Related to Internal Replacements of Long-Duration Contracts
25. Front-end fees assessed in connection with an internal replacement of a long-duration contract should
be evaluated for deferral in accordance with existing authoritative accounting literature. For contracts
accounted for under FASB Statements No. 91, No. 97, and No. 120, both new and existing front-end fees
on an internal replacement that results in a replacement contract that is substantially unchanged from the
replaced contract should be adjusted to reflect the revisions to the estimated gross profits.

Recoverability
26. Unamortized deferred acquisition costs and the present value of future profits continue to be subject to
premium deficiency testing in accordance with the provisions of FASB Statement No. 60.
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Disclosures
27. The notes to the financial statements should describe the accounting policy applied to internal
replacements, including whether or not the company has availed itself of the alternative application
guidance outlined in paragraphs 17 and 18 of this SOP and, if so, for which kinds of internal replacement
transactions.

EFFECTIVE DATE AND TRANSITION
28. The provisions of this SOP are effective for internal replacements occurring in fiscal years beginning
after December 15, 2005, with earlier adoption encouraged. Restatement of previously issued annual
financial statements is not permitted. Initial application of this SOP should be as of the beginning of an
entity’s fiscal year (that is, if the SOP is adopted prior to the effective date, all prior interim periods of the
year of adoption should be restated).
Internal Replacements Occurring Prior to the Year of Adoption
29. Unamortized deferred acquisition costs and other balances, such as unearned revenue on front-end
fees and unamortized deferred sales inducements, related to internal replacement transactions occurring
prior to the year of adoption of this SOP should not be adjusted to the amounts that would have been
reported had this SOP been in effect when the internal replacements occurred.
Internal Replacements Occurring After the Date of Adoption
30. Prior to the adoption of the SOP, an enterprise’s accounting policy would have treated certain internal
replacements as continuations of the replaced contract, while others may have been treated as
extinguishments. Under the provisions of this SOP, the enterprise’s accounting policy may change for
certain internal replacements.

Changes in unamortized deferred acquisition costs, unearned revenue

liabilities, and deferred sales inducement assets that result from the impact on estimated gross profits of
changes in accounting policy due to the adoption of this SOP, as applied to previously anticipated future
internal replacements, should be reported in a manner similar to the cumulative effect of a change in
accounting principle in accordance with provisions of Accounting Principles Board (APB) Opinion No. 20,
Accounting Changes.
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Disclosures
31. Disclosure of the effect of the change on the results of operations of the period of change is required. If
the financial statements of the year of adoption are presented separately or included in comparative
financial statements, the notes to the financial statements should disclose (a) the fact that this SOP has
been adopted and the effective date of adoption, and (b) the nature of any differences in accounting
principles or financial statement presentation applicable to the financial statements presented that resulted
from adoption of this SOP.

The provisions of this Statement need not be applied to immaterial items.
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APPENDIX A
BACKGROUND AND BASIS FOR CONCLUSIONS
A1. This section discusses considerations that were deemed significant by the Accounting Standards
Executive Committee (AcSEC) in reaching the conclusions in this Statement of Position (SOP). In March
2003, AcSEC issued for public comment an exposure draft of a proposed SOP, Accounting by Life
Insurance Enterprises for Deferred Acquisition Costs on Internal Replacements Other Than Those
Specifically Described in FASB Statement No. 97. During the 60-day comment period, AcSEC received 10
comment letters.

BACKGROUND
A2. In 1999, the Insurance Companies Committee of the American Institute of Certified Public Accountants
(AICPA) issued a discussion paper, Accounting by Life Insurance Enterprises for Deferred Acquisition
Costs on Internal Replacements Other Than Those Covered by FASB Statement No. 97, for informal public
comment. Eleven comment letters were received with differing responses to the accounting alternatives
presented.

A3. The discussion paper included three alternative accounting views to be considered:
a. The accounting guidance provided in Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards No. 97, Accounting and Reporting by Insurance Enterprises
for Certain Long-Duration Contracts and for Realized Gains and Losses from the Sale of
lnvestments, for internal replacements of traditional life products with universal life-type
products should be extended by analogy to all types of internal replacement transactions.
b. Internal replacement transactions represent a continuation of a contractual relationship and,
therefore, the unamortized deferred acquisition costs relating to the original contract and any
new deferred acquisition costs should be capitalized and amortized over the life of the new
contract assuming appropriate recoverability tests are met.
c.

Internal replacements of one insurance or investment contract with another insurance or
investment contract with substantially different terms should be accounted for similar to an
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extinguishment of debt.

BASIS FOR CONCLUSIONS
Internal Replacements
A4. AcSEC concluded that, for purposes of this SOP, an internal replacement is defined as a modification
in product benefits, features, or coverages that occurs by the exchange of a contract for a new contract,
amendment, endorsement, or rider to a contract, or the election of a feature within the contract.
Modifications to contract terms can be achieved through a variety of different legal structures and the form
of the modification may be a result of company preference and convenience or regulatory constraints.
AcSEC believes that, in concept, the legal form of a modification should not determine the accounting
applicable to the transaction and the accounting should be based on the substance of the transaction,
regardless of whether it takes the form of an amendment, endorsement, or rider to the contract or the
issuance of a new contract in a contract exchange.
A5. Many respondents to the March 2003 exposure draft expressed the view that the proposed definition of
internal replacements was overly broad. Those respondents believe that the exercise of features or riders
contained in the existing contract should not result in a requirement to evaluate the contract under the
provisions of this SOP.

Many long-duration contracts, particularly those accounted for under FASB

Statement No. 97, contain features that are flexible and discretionary and, in general, current practice does
not view the utilization of those elections by the contract holder as an internal replacement. AcSEC was
concerned that, given the flexibility of many insurance contract designs, benefit, coverage, and feature
elections could be designed such that the execution of these elections could substantially change the
replaced contract. AcSEC reaffirmed that the form of the transaction should not determine the accounting.
After review of the comments received and further discussion, AcSEC concluded that the election of a
benefit, feature, right, or coverage, made in accordance with terms (including price) established in the
original contract, for which the insurance enterprise is required to provide the benefit or coverage and it is
not subject to underwriting, does not represent a new negotiation between the contract holder and the
insurance enterprise if the existence of the feature was accounted for at the inception of the contract.
AcSEC concluded that, in these circumstances, the insurance enterprise has essentially written an option
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providing for the feature, coverage, or rider election, that is, a written option. This written option should be
evaluated at contract inception as a possible derivative requiring recognition under FASB Statement No.
133, Accounting for Derivative Instruments and Hedging Activities, as amended1, or if not a derivative under
FASB Statement No. 133, for accounting recognition under other applicable literature, for example as an
annuitization guarantee under SOP 03-1, Accounting and Reporting by Insurance Enterprises for Certain
Nontraditional Long-Duration Contracts and for Separate Accounts. For instance, if the contract holder can
elect to add a guaranteed minimum withdrawal benefit (GMWB) rider, the terms and the charges for which
are fixed in the original contract, the option to add the GMWB may constitute an embedded derivative
requiring bifurcation under FASB Statement No. 133. This written option also may have implications for
contract classification, for example the right to subsequently elect to add to an annuity contract, a minimum
guaranteed death benefit (MGDB) rider, with terms that are fixed in the original contract may result in the
contract being classified as an insurance contract from inception of the contract. If the existence of the
feature is assessed in the contract classification at contract inception, election of the feature at a later time
generally would not be expected to result in a change in the accounting model applicable to the contract.
AcSEC noted that a change in accounting model is an indicator of a substantial change in a contract
because multiple accounting models exist to address the different kinds of products issued by insurance
enterprises.

A6. AcSEC also noted that the contractual elections excluded from the definition of an internal replacement
are only those clearly and explicitly stated in the original contract, with terms that are fixed and
determinable and specific enough that the contract holder is able to evaluate whether to elect the feature in
current and future market conditions. Certain terms of the contract may be specified as a range, however,
such a range should be narrow enough to provide a meaningful guarantee to the contract holder.
Contractual provisions that allow the contract holder to elect to add future coverage at then-current rates,
subject to a stated minimum and maximum, generally are not specific enough to satisfy this requirement
unless the range between the current rates at contract inception and maximum is narrow.
1

Election by an insurance enterprise of the “grandfathering” provision of FASB Statement No. 133 for embedded derivatives is
considered to have satisfied the requirement under paragraph 9 (b) of this SOP to account for the option from the inception of the
contract.
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A7. At times, insurance enterprises will amend contracts by making available additional features to a group
or series of contracts through unilateral endorsements. This type of endorsement represents an offer
rather than a new negotiation between the insurance enterprise and the contract holder, is not considered a
contract modification, and does not require evaluation under the guidance in this SOP, at the point of
availability, if it requires the acceptance of the offer and benefit by the contract holder. In this situation, it is
the election of the offered benefit feature or coverage by the contract holder that would constitute
acceptance of the offer and trigger a contract modification that would require evaluation under the guidance
in this SOP. In contrast, if the unilateral endorsement adds a benefit feature or coverage that is effective
without contract holder election, the contract modification should be evaluated under the guidance of this
SOP because the benefits or coverages provided by the contract have changed.

A8. Also in response to comments received on the March 2003 exposure draft, AcSEC acknowledged the
potential administrative complexities involved with the additional tracking required for all contract
modifications and, to alleviate some potential system modifications, agreed that insurance enterprises
should classify contract modifications as either contract exchanges, integrated contract modifications, or
nonintegrated contract modifications.

A9. AcSEC understands that it is common industry practice for insurance enterprises to account for
nonintegrated riders, benefit features, endorsements, and coverages as separate contracts apart from the
existing contract within their administrative systems. AcSEC concluded that it is appropriate for insurance
enterprises to account for nonintegrated riders, benefit features, endorsements and coverages as separate
contracts as these features are not related or involved with the existing base contract. AcSEC believes that
this change from the March 2003 exposure draft to allow insurance enterprises to continue to account for
nonintegrated riders and benefit features as separate contracts and to evaluate modifications to
nonintegrated benefit features on a stand-alone basis should alleviate some of the potential system
modifications that some companies believed may otherwise have been necessary.
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A10.

Internal replacements that occur by modification (for example, amendment, endorsement, rider, or

election of a feature) involve contract features, benefits, or coverages that are either integrated or
nonintegrated with the base contract. AcSEC concluded that a contract feature should be considered
integrated with the base contract if the benefit provided by the feature can only be determined in
conjunction with the base contract. Examples of integrated contract features include minimum guaranteed
death benefits (MGDBs), guaranteed minimum accumulation benefits (GMABs), and guaranteed minimum
income benefits (GMIBs).

In all cases for these features, the benefit provided cannot be determined

independently of the annuity contracts. Examples of nonintegrated contract features include a long-term
care (LTC) rider added to an annuity or disability contract, a term life rider added to an annuity contract,
paid up additions to a life insurance contract, and a personal articles floater added to a homeowners
contract. In these examples, the benefit provided can be determined independently of the base contract.
AcSEC noted that many of the common modifications to property and casualty contracts, as described in
Appendix B, “Application of Statement of Position Product and Product Feature Examples,” of this SOP,
involve nonintegrated contract features.

A11.

AcSEC concluded that the addition or election of nonintegrated contract features is in substance

equivalent to the issuance of an additional contract, as the new contract features are not interrelated with or
dependent on the provisions of the replaced contract. AcSEC concluded that for a contract modification
involving several added or elected contract features or coverages, the insurance enterprise should
separately evaluate whether the individual contract features or coverages are integrated or nonintegrated
with the base contract and account for them in accordance with the guidance in paragraphs 11 and 12 of
this SOP. AcSEC also concluded that in a contract exchange that involves a replaced or replacement
contract with a nonintegrated contract feature, the contract and the nonintegrated feature should be
accounted for as separate contracts under the guidance in paragraph 12 of this SOP, and the insurance
enterprise should review the conditions in paragraph 14 of this SOP separately for modifications to the
base contract and modifications to the nonintegrated feature to determine the appropriate accounting.
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A12.

Some respondents to the March 2003 exposure draft questioned if the guidance in this SOP

applies to the present value of future profits (PVP), a contract-related intangible asset recognized in a
purchase business combination. AcSEC noted that issues related to purchase accounting are not within
the scope of this SOP. Emerging Issues Task Force (EITF) Issue No. 92-9, Accounting for the Present
Value of Future Profits Resulting from the Acquisition of a Life Insurance Company, notes that PVP is
similar in nature to deferred acquisition costs and is amortized and evaluated for impairment in the same
manner as deferred acquisition costs. AcSEC concluded that for an internal replacement transaction that
involves a contract for which there is a contract-related intangible asset accounted for under EITF Issue No.
92-9, the guidance in this SOP would be applicable to determine whether the contract was a continuation.

A13.

Some respondents to the March 2003 exposure draft also questioned whether this SOP should be

applied to reinsurance contracts. AcSEC concluded that the reinsurer has a contract with the ceding
company, and that is the contract that the reinsurer should evaluate for modifications.

AcSEC also

concluded that the concepts in this SOP are not directly applicable to reinsurance contracts, but, in some
circumstances, the concepts may be useful in evaluating the implications on deferred acquisition costs of
modifications to reinsurance contracts or the underlying reinsured contracts. AcSEC noted that other
relevant accounting guidance, for instance FASB Statement No. 113, Accounting and Reporting for
Reinsurance of Short-Duration and Long-Duration Contracts, governs the determination of the implications
of modifications to insurance and reinsurance contracts on risk transfer assessment and the classification
of short-duration contracts as either retroactive or prospective.

A14.

Some respondents to the March 2003 exposure draft also commented as to whether the concepts

in this SOP are applicable to internal replacements occurring between affiliated companies.

AcSEC

observed that other existing accounting literature should be used to determine the accounting at the
individual company level; for instance, whether the internal replacement is a transaction in the normal
course of business or a transfer under common control. For purposes of consolidated financial statements,
the guidance of this SOP should be applied at the consolidated level. AcSEC also noted that there may be
circumstances under which the accounting at the individual company level may be different than at the
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consolidated level. That is, an internal replacement occurring between affiliated companies may result in
an extinguishment of a contract at the subsidiary level being reported in the separate company financial
statements of that subsidiary but, on a consolidated basis, the replacement meets the conditions to be
accounted for as a continuation of the replaced contract.

Substantial Changes
A15.

In general, life insurance and annuity products are financial instruments. The insurance enterprise

has a contractual obligation to deliver cash, and the customer has a contractual right to receive cash.
Paragraph 15 of FASB Statement No. 97 requires that investment contracts issued by an insurance
enterprise be accounted for in a manner consistent with the accounting for interest-bearing instruments.
Paragraph 72 of FASB Statement No. 97 refers to APB Opinion No. 26, Early Extinguishment of Debt, as
amended by FASB Statement No. 76, Extinguishment of Debt, and as subsequently amended by FASB
Statements No. 125, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities, and No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities—a replacement of FASB Statement No. 125, as the governing literature, which requires the writeoff of unamortized costs associated with extinguished debt if the extinguished debt is replaced by a new
liability to the same party. EITF Issue No. 96-19, Debtor’s Accounting for a Modification or Exchange of
Debt Instruments, interpreted the guidance in FASB Statement No. 125 and concluded that certain debt
exchanges do not represent substantive modifications to existing debt, resulting in the deferral of both
unamortized amounts related to the old debt and new fees related to the new debt, and amortization of
those amounts over the life of the new debt.

FASB Statement No. 125 was superseded by FASB

Statement No. 140, but the guidance in FASB Statement No. 125 that was interpreted by EITF Issue No.
96-19 was carried forward to FASB Statement No. 140 without reconsideration.

A16.

AcSEC believes instruments issued by financial institutions should be accounted for consistently,

as noted in FASB Statement No. 97, paragraph 39:
While many investment contracts are issued primarily by insurance enterprises,
the Board believes that similar financial instruments should be accorded similar
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treatment regardless of the nature of the issuing enterprise.

A17.

In EITF Issue No. 96-19, the EITF reached a consensus that an exchange of debt instruments with

substantially different terms should be accounted for and reported in the same manner as an
extinguishment. The EITF observed that a debtor could achieve the same economic effect by making a
substantial modification of the terms of an existing debt instrument. Accordingly, the EITF reached a
consensus that a substantive modification of terms should be accounted for and reported in the same
manner as an extinguishment. Substantive modifications of debt terms materially affect the present value
of future cash flows on the debt, necessitating the abandonment of the existing amortization with “freshstart” measurements.

A18.

EITF Issue No. 96-19 provided quantitative guidance and noted that debt instruments are

substantially different if the present value of the cash flows under the terms of the new debt instrument is at
least 10 percent different from the present value of the remaining cash flows under the terms of the original
instrument. AcSEC considered a 10-percent test similar to that adopted by the EITF. AcSEC ultimately
concluded that such analysis would not be reliable in reaching a conclusion concerning contract similarity
because the quantitative analysis could be manipulated due to the potential subjectivity of assumptions and
complex nature of many insurance and investment contracts.

Rather, AcSEC adopted a qualitative

analysis to be used in determining whether the replacement or modification of an insurance or investment
contract results in the contract being considered substantially unchanged. AcSEC believes that the use of
a qualitative analysis will result in an improvement in practice by providing a framework to evaluate internal
replacements. AcSEC believes that framework will significantly narrow the circumstances that will result in
costs associated with the replaced contract continuing to be deferred with the replacement contract.

A19.

A number of respondents to the March 2003 exposure draft expressed a view that the proposed

guidance was inconsistent with EITF Issue No. 96-19, and should be revised to eliminate qualitative criteria
and to include similar quantitative analysis. AcSEC reaffirmed its belief that applying solely quantitative
analysis to the internal replacement of an insurance or investment contract to determine whether the
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contract was substantially unchanged is not appropriate, as the results of the analysis could potentially be
easily manipulated.

Instead, AcSEC decided to strengthen the qualitative conditions included in the

framework, which also contain quantitative components. The format used in the SOP of the conditions to
determine whether an internal replacement involves contracts that are substantially unchanged, was
revised from the March 2003 exposure draft, as some of the factors had been combined together in the
concept of “inherent nature” in the March 2003 exposure draft. The condition in paragraph 14 (a), change
in the insured event, is essentially the same concept included in the discussion of inherent nature in the
March 2003 exposure draft. In an effort to make the guidance in the SOP simpler to apply, AcSEC revised
how insurance enterprises determine whether an internal replacement involves contracts that are
substantially changed or unchanged, but kept the same basic concepts. The concept of primary benefits
that existed in the March 2003 exposure draft was replaced with the concepts of integrated and
nonintegrated benefit features.

Conditions for Determining Whether a Contract Is Substantially Unchanged
A20.

AcSEC concluded that changes to certain contract features are always indicative of substantial

changes to the substance of the replaced contract, and that it would be appropriate to conclude that these
types of changes would always result in a substantially changed contract for financial reporting purposes.
Therefore, AcSEC concluded that the determination of whether a contract has changed substantially should
be based on a qualitative evaluation of the existence of certain key components in the internal replacement
transaction.

A21.

AcSEC also concluded that certain changes would always result in an internal replacement with a

substantially unchanged replacement contract if evaluated under the conditions of paragraph 14 of this
SOP. Examples of these types of changes would include:
a. Changes in the allocation of the contract holder’s account balance among investment
alternatives provided for in the contract, even if reallocated 100 percent to a specific
investment alternative
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b. Additional investment allocation alternatives added to a contract with multiple investment
alternatives
AcSEC observed that changes in the cost of insurance charges, interest-crediting rates, or similar
provisions within ranges outlined in the contract, without any other change in benefits or coverages, are not
modifications to the contract and are not internal replacements.

AcSEC also observed that partial

withdrawals or surrenders or reductions in coverage (for example, reduced face amount on a life insurance
contract or higher deductibles on a property casualty contract), as allowed by the terms of the contract,
whether or not surrender charges are assessed, are not internal replacements as long as there are no
other modifications to the contract, at that time, that would require evaluation under paragraph 14 of this
SOP.
A22.

Some respondents to the March 2003 exposure draft expressed a view that the fundamental nature

of the transaction and the economics of the transaction should also be reviewed to determine the
appropriate accounting. In their view, criteria should include:
a. Is the transaction fundamentally the surrender of the replaced contract and a new issue or
is it a modification to an existing coverage?
b. Is the transaction expected to preserve or improve the insurer’s future margins associated
with the contract?
AcSEC reaffirmed that the scope of this SOP includes modifications to contracts, not just contract
exchanges, and, therefore, concluded that the first question was not a defining criterion. AcSEC did,
however, acknowledge that, for many companies, permitting different approaches to modifications and
contract exchanges could mitigate administrative complexity and related costs.

As for the second

suggested criterion, AcSEC reaffirmed its conclusion that it is the substance of the contract between the
insurance enterprise and the contract holder that is to be evaluated and not just the economics to the
insurance enterprise that is critical to determining whether an internal replacement results in a substantially
changed contract.
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Mortality, Morbidity, or Other Insurance Risk
A23.

AcSEC concluded that significant changes in the kind or degree of mortality, morbidity, or other

insurance risks would result in a replacement contract that is substantially changed from the replaced
contract, as these risks are defining components of the substance and classification of a contract. An
example of a significant change in the degree of mortality risk would be an internal replacement of a
variable annuity with no death benefit to a variable annuity with a significant death benefit, which would
result in a replacement contract that is substantially changed from the replaced contract. An example of an
insignificant change in the degree of mortality risk would be an internal replacement of a variable annuity
with a roll-up death benefit to a variable annuity with a ratchet death benefit, which would not result in a
substantial change to the mortality benefit, as both variable annuities contained significant mortality risk
related to premature death. An example of a significant change in the type of mortality risk would be an
exchange of a life insurance contract for a solely life-contingent payout annuity. AcSEC noted that, in
determining whether a change in the degree and kind of risks of a contract is significant, the focus should
be on the substance of the risks of the contract, and not the form of the contract. Reunderwriting the
entire contract generally would indicate a substantial change resulting from a change in the kind or degree
of mortality, morbidity, or other insurance risk.

A24. Some respondents to the March 2003 exposure draft questioned whether the guidance in this SOP is
applicable to short-duration contracts and group life insurance. AcSEC noted that the guidance in this SOP
applies to all entities to which FASB Statement No. 60 applies, which includes both short-duration and longduration contracts. AcSEC also noted that careful evaluation of all the related facts and circumstances of a
group contract is required to determine whether a contract should be analyzed at the group contract level or
individual certificate (under the group contract) level for purposes of applying the guidance in this SOP.
AcSEC again stated that the form of the transaction should not determine the accounting. For example, a
traditional group life contract that covers all full-time employees at a base amount (for example, coverage at
a fixed amount per life or at one-times-salary) with no underwriting required, should be viewed at the
aggregate group contract level when applying the guidance in this SOP, as the individuals covered are not
significant in determining the insured event. In contrast, a group key-man life insurance contract that
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covers a company’s top management with individual underwriting for each employee covered should be
viewed at the individual certificate level when applying the guidance in this SOP, as each employee is
separately underwritten and each life should be considered a separate contract for purposes of applying
the guidance of this SOP.

Investment Reward Rights
A25.

In the March 2003 exposure draft, AcSEC concluded that the nature of investment reward rights

was the significant component in the contractual relationship between the contract holder and the insurance
enterprise. Therefore, for contracts that pass through the performance of a pool of assets (for example,
variable contracts), the existence of a minimum return guarantee, such as a GMAB, did not change the
nature of the investment reward rights (pass through of actual investment performance of the referenced
assets); instead such minimum return guarantees on those contracts were viewed as being in the nature of
a separate “put” that operated independent of the “basic” investment reward provisions of the contract.
Some respondents to the March 2003 exposure draft commented that changes in the nature of the
investment return rights and provisions (for example, changing from a contract with a fixed crediting rate to
a crediting rate based on the performance of a specified pool of assets) should not drive the release of
deferred acquisition costs, particularly if that change does not materially affect future expected contract
margins in reasonably possible scenarios. Other respondents commented that they did not believe that the
proposed guidance was operational, as preparers could reach different conclusions.

After review of

comments received and further discussion, AcSEC concluded that a change in the nature of the investment
return rights (for example, between discretionary and formulaic or pass-through) is always significant, and
changes in minimum guarantees for contracts subject to periodic discretionary declaration may be
significant, depending on facts and circumstances. AcSEC also concluded that for pass-through contracts,
the adding of a floor or a capping of the returns, such that actual returns (net of fees and charges) are not
passed through to the policyholder, fundamentally changes the nature of the investment return rights and
therefore is a significant change in the contract.
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Additional Deposit, Premium, or Charge
A26.

AcSEC believes that the requirement of an additional deposit, premium, or charge relating to the

benefit or coverage provided under the replaced contract, in excess of amounts contemplated in the
replaced contract, whether explicit or implicit, indicates that the replacement contract is not a continuation
of the replaced contract because of the change of the underlying economics of the replaced contract as a
result of the internal replacement. For example, an increase in premiums in excess of the amount that is
commensurate with an increase in the contractual benefits or coverages is an implicit additional premium
for the original benefit or coverage.

Net Decrease in Balance Available to the Contract Holder
A27.

AcSEC concluded that a net decrease to the balance available to the contract holder would

effectively be a surrender charge and, therefore, would be indicative of a change in the substance of the
contract between the contract holder and the insurance enterprise, rather than the continuation of the
replaced contract. In certain situations, an insurance enterprise may assess a surrender charge on the
replaced contract that is offset by an immediate sales inducement on the replacement contract that is equal
to or greater than the surrender charge. In these situations, the insurance enterprise should offset any
immediate sales inducements against any surrender charges assessed against the contract holder’s
account balance under the replaced contract to determine whether there has been a net reduction in the
contract holder’s account balance. If the surrender charge is greater than the immediate sales inducement,
the condition in paragraph 14(d) of this SOP would not be met and the internal replacement would result in
substantially changed contracts.

For example, if the account balance of a FASB Statement No. 97

universal life contract prior to surrender charges is $100 and a $5 surrender charge is imposed, the
resulting $95 credited to the replacement contract (prior to the consideration of any new surrender charges)
results in a substantial change to the contract. However, if an immediate bonus of $5 or more were
credited to the replacement contract as well, there would be no net decrease to the balance available to the
contract holder and the internal replacement results in a contract that is substantially unchanged provided
the other conditions of paragraph 14 are satisfied.
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Change in Participation or Dividend Features
A28.

AcSEC concluded that a change in the participation, including experience refund, or dividend

features of a contract indicates a substantial change to the replaced contract. For example, the addition of
an experience refund rider to a LTC contract is an integrated benefit and results in a substantially changed
contract. AcSEC also noted that the substance of the contract, not just its legal classification, must also be
evaluated. For example, a mutual insurance enterprise may issue an annuity contract that is participating
only in legal form; the contract indicates that the insurance enterprise does not expect to pay a dividend on
the contract and, therefore, the contract holder does not anticipate receiving a policyholder dividend. A
subsequent internal replacement of such a nonsubstantive participating annuity with a nonparticipating
annuity would result in a contract that is substantially unchanged if the other conditions of paragraph 14 of
this SOP are satisfied.
Change in Amortization Method or Revenue Classification
A29.

AcSEC also concluded that a modification resulting in a change to the amortization method or

revenue classification of the contract indicates a substantive change in the contract because a change in
amortization method or revenue classification means that the contracts should be accounted for under
different accounting models. Multiple accounting models exist to address the different kinds of products
issued by insurance enterprises. Because “insurance-specific” accounting models are prescriptive, not
elective, the use of a different accounting model implies a substantially different kind of contract. An
analogy can be made to FASB Statement No. 13, Accounting for Leases. Paragraph 9 of FASB Statement
No. 13 requires a lease agreement, whose terms have been modified, to be accounted for as a new
agreement if the original classification of the lease would have been different under the modification. For
example, a modification that results in either a change from amortization of deferred acquisition costs in
proportion to premium revenue to amortization based on the emergence of estimated gross profits or a
change in revenue classification from reporting premium as revenue to reporting deposits results in
contracts that are substantially changed.

Accounting for Contracts That Are Substantially Unchanged
A30.

Paragraph 15 of FASB Statement No. 97 requires that investment contracts issued by insurance
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enterprises be accounted for in a manner consistent with interest-bearing instruments. EITF Issue No. 9619 interpreted the guidance in FASB Statement No. 125, as amended by FASB Statement No. 140, to
conclude that certain debt exchanges do not represent substantive modifications to existing debt. The EITF
explicitly acknowledged that an exchange or modification in terms that is not substantially different does not
result in an extinguishment.

A31.

AcSEC concluded that an internal replacement that is determined to result in a replacement

contract that is substantially unchanged from the replaced contract should be accounted for as a
continuation of the replaced contract.

As such, the unamortized deferred acquisition costs, unearned

revenue liabilities, and deferred sales inducement assets associated with the replaced contract should
continue to be deferred. Other balances associated with the replaced contract, such as any liability for
MGDBs, or GMIBs, should be handled in a similar manner, that is, as if the replacement contract is a
continuation of the replaced contract.
Accounting for FASB Statements No. 91, No. 97, and No. 120 Contracts
A32.

FASB Statements No. 91, Accounting for Nonrefundable Fees and Costs Associated with

Originating or Acquiring Loans and Initial Direct Costs of Leases; No. 97; and No. 120, Accounting and
Reporting by Mutual Life Insurance Enterprises and by Insurance Enterprises for Certain Long-Duration
Participating Contracts, specify the treatment of revisions to the estimated cash flows and estimated gross
profits of contracts accounted for under these Statements. AcSEC concluded that it would be appropriate
to follow the existing authoritative accounting guidance that specifies the treatment of revisions to the
estimated cash flows and estimated gross profits.

A33.

A number of respondents to the March 2003 exposure draft commented that, the proposed

guidance for accounting for FASB Statements No. 97 and No. 120 contracts involved in an internal
replacement that is determined to result in a replacement contract that is substantially unchanged from the
replaced contract, would create significant implementation and administration difficulties, as most
companies would require substantial administrative system modifications to comply. In response to these
concerns, AcSEC concluded that if the accounting approach described in paragraph 16 of this SOP
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(account for the replacement contract as a continuation of the replaced contract through revisions to future
estimated gross profits) is not reasonably practicable for a contract exchange, an insurance enterprise may
determine an appropriate balance of unamortized deferred acquisition costs related to the replaced contract
to carry forward to the replacement contract to be treated as day-one deferrable acquisition costs and
amortized prospectively using estimated gross profits only of the replacement contract. Other contractrelated balances that are determined based on activity over the life of the contract, such as a liability for
MGDBs and deferred sales inducement assets, would be handled in a similar manner. AcSEC did note
that it is expected that future administrative systems would be structured to capture the required information
and accommodate the approach described in paragraph 16 of this SOP.

Accounting for FASB Statement No. 60 Long-Duration Contracts
A34.

For long-duration contracts accounted for under FASB Statement No. 60, the continuation of the

contract after an internal replacement transaction is not unlike a prospective adjustment of premiums on
indeterminate premium life insurance.

Although not specifically addressed in existing authoritative

accounting literature, actuarial literature and practice have emerged to address that situation. Actuarial
Standard of Practice No. 10, Methods and Assumptions for Use in Life Insurance Company Financial
Statements Prepared in Accordance with GAAP, addresses the accounting for indeterminate premium
policies as follows:

Indeterminate Premium Policies. Provided the policy is not, in substance, a [universal life]-type policy,
[FASB Statement] No. 60 is applicable to indeterminate premium policies. The premium flexibility
associated with these policies may affect the application of [FASB Statement] No. 60, such as the use
of a smaller provision for the risk of adverse deviation. The ability and willingness of the insurer to
change premiums may be anticipated in performing loss recognition. Assumptions may be “unlocked”
at gross premium change dates. If assumptions are adjusted, it should be done prospectively, without
a change in the liability as of the valuation date.

In such cases, deferred acquisition costs factors also are adjusted prospectively, and there is no
discontinuity in the balance of unamortized deferred acquisition costs. Such a prospective revision in this
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and similar situations involving guaranteed renewable health insurance products, on which premiums may
be adjusted prospectively, does not violate the FASB Statement No. 60 “lock-in” concept.

Sales Inducements to Contract Holders
A35.

In the March 2003 exposure draft, AcSEC concluded that sales inducements to contract holders

offered in conjunction with an internal replacement of long-duration contracts, determined to result in a
replacement contract that is substantially unchanged from the replaced contract and otherwise meeting the
conditions of SOP 03-1, should be accounted for as if the sales inducement had been present and explicitly
identified at the inception of the original contract, with a cumulative adjustment recognized as amortization
in the current period to reflect accumulated amortization since inception. Several respondents to the March
2003 exposure draft noted concerns with the proposed guidance for sales inducements and perceived
inconsistencies with the sales inducement guidance in SOP 03-1. The respondents were concerned that
sales inducements that did not meet the conditions included in SOP 03-1, namely, explicit identification at
the inception of the contract, could be added as a sales inducement and labeled an internal replacement to
receive preferential accounting treatment. After review of the comments received and further discussion,
AcSEC concluded that a sales inducement to a contract holder offered in conjunction with an internal
replacement of a long-duration contract that is determined to result in a replacement contract that is
substantially unchanged from the replaced contract should be accounted for from the date of its addition to
the replacement contract under the guidance of SOP 03-1, and should not be accounted for as if it had
been present in the original contract at the inception of the contract.

Accounting for Contracts That Are Substantially Changed
A36.

AcSEC concluded that an internal replacement transaction that is determined to result in a

replacement contract that is substantially changed from the replaced contract should be accounted for as
the extinguishment of the replaced contract and the issuance of a new contract. This conclusion is
consistent with the analogy to guidance in EITF Issue No. 96-19 and the guidance in FASB Statement No.
97 relative to the internal replacement of a traditional life insurance contract with a universal life-type
contract. AcSEC also concluded there was no compelling reason to propose any modification to the
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accounting results that follow from the application of current accounting guidance applicable to the
termination of the replaced contract and the issuance of a new contract.

Costs Related to Internal Replacements
A37.

AcSEC concluded that an internal replacement that is determined to result in a replacement

contract that is substantially unchanged from the replaced contract is, in substance, a continuation of the
replaced contract, and in the March 2003 exposure draft, concluded that any costs should be evaluated for
deferral under the provisions of FASB Statements No. 60 and No. 97 applicable for nonfirst-year or renewal
acquisition costs. Accordingly, in the March 2003 exposure draft, AcSEC concluded that these costs
should be capitalized to the extent that they meet the criteria for deferral as renewal acquisition costs under
the provisions of FASB Statements No. 60 and No. 97, in accordance with what AcSEC believed to be
industry practice.

A38.

Based on discussion with the FASB concerning the intention of the guidance in FASB Statements

No. 60 and No. 97, AcSEC concluded that since the contract was determined to be unchanged, the
purpose of the related costs would be more in the nature of contract maintenance than acquisition and
should be accounted for as policy maintenance costs and charged to expense as incurred. It was also
noted that one comment letter specifically made the point that it was inconsistent to analogize costs
incurred in connection with an internal replacement that is in substance a continuation of the replaced
contract with acquisition costs incurred in connection with contract renewals that are in substance new
contracts.

Recoverability
A39.

AcSEC concluded there was no reason to modify the existing guidance contained in FASB

Statement No. 60 as it relates to determining the recoverability of unamortized deferred acquisition costs
and the present value of future profits. AcSEC did note that the separate contracts resulting from internal
replacements with nonintegrated contract features should be examined independently for the recoverability
of related unamortized deferred acquisition costs and the present value of future profits.
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Disclosures
A40.

AcSEC concluded that existing disclosure requirements relative to the financial statement balances

affected by internal replacements, such as deferred acquisition costs, unearned revenues, sales
inducements, benefit liabilities, and account balances, provide adequate disclosure of information that is
useful and informative to financial statement users.

EFFECTIVE DATE AND TRANSITION
A41.

Several respondents to the March 2003 exposure draft commented that the proposed effective date

of January 1, 2004, was not reasonable, given the combination of extensive costs and time associated with
implementation of this guidance and other guidance that insurance enterprises are currently adopting.
AcSEC concluded that additional time should be allowed and, even though revisions to the proposed
guidance should help alleviate some of the potential implementation issues, decided to require this SOP to
be effective for internal replacements occurring in fiscal years beginning after December 15, 2005. AcSEC
believed this effective date will provide insurance enterprises sufficient time to implement this SOP. AcSEC
also concluded that it would allow companies the alternative of early adoption.

A42.

AcSEC concluded that the SOP should be applied prospectively for internal replacements occurring

after adoption because enterprises may not have accumulated the information at the level required by this
new guidance to enable the companies to identify deferred acquisition costs specific to prior internal
replacements.
A43.

An insurance enterprise may need to revise lapse, surrender, or other assumptions used in the

development of estimated gross profits, for previously anticipated future internal replacements as a result of
adopting the guidance in this SOP. In some instances, these revisions will be necessary solely to reflect
any impact of adopting the accounting guidance in this SOP.

That is, the internal replacement was

previously assumed to occur and the impact was already provided for in the estimated gross profits,
however, the treatment of the internal replacement as either a termination or continuation of the existing
contract will be different under the provisions of the SOP. Anticipated future internal replacements that,
prior to the adoption of this SOP, would have been accounted for as continuations of the replaced contracts
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may be required to be accounted for as extinguishments of the replaced contracts, and internal
replacements that, prior to the adoption of this SOP, would have been accounted for as extinguishments of
the replaced contracts may be required to be accounted for as continuations of the replaced contracts.
AcSEC concluded that adjustments to unamortized deferred acquisition costs, present value of future
profits, unearned revenue liabilities, deferred sales inducements and similar balances that are determined
based on estimated gross profits that result from revising the lapse, surrender or other assumptions for
anticipated future internal replacements solely as a result of changes in accounting policy to comply with
this SOP should be reported in a manner similar to the cumulative effect of a change in accounting principle
in accordance with provisions of APB Opinion No. 20, Accounting Changes. Changes in assumptions used
in determining prospective estimated gross profits that are related to changes in the estimate of the volume
or trends in contract holder behavior are changes in accounting estimates and would not be included in the
cumulative effect adjustment. Changes in assumptions used in determining prospective estimated gross
profits that cannot be substantiated as solely the result of a change in accounting policy due to adoption of
this SOP should be reported as a change in accounting estimate.
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APPENDIX B
APPLICATION OF STATEMENT OF POSITION
PRODUCT AND PRODUCT FEATURE EXAMPLES

The following are examples of contract modifications that may or may not be considered internal
replacements and the application of the guidance in this Statement of Position (SOP) for evaluating
whether the internal replacements are substantially changed from the replaced contracts.

Increasing Death Benefit Coverage on a Life Contract
B1. There are several ways in which a contract holder can increase death benefit coverage on a traditional
life insurance contract.
Option to Purchase Additional Insurance Rider
B2. An option to purchase additional insurance (OPA) rider gives the contract holder the right to purchase
additional insurance coverage. That is, the contract holder can increase the face value of the policy of the
same type of insurance coverage and in the same form as that provided by the original contract. The
additional premium charged is not in excess of an amount that would be commensurate with the additional
insurance coverage obtained. The rider could be included in the original contract or added subsequently to
its issuance.
B3. This is an example of a nonintegrated contract feature. Once purchased, the benefit under the OPA
rider generally is accounted for as a separate contract.

Issuance of a Second Life Insurance Policy for an Incremental Face Amount
B4. The contract holder obtains a second life insurance policy for an incremental face amount, with
underwriting required on the new policy only. The original contract remains in force without change.

B5. This transaction does not fall within the definition of an internal replacement in paragraph 8 of this SOP.
The accounting for the original contract remains unchanged and the new contract is accounted for
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independently of the original contract. Any deferrable acquisition costs associated with the new contract
are deferred and amortized according to the revenue or margin stream of the new contract.

Surrender of Original Contract and Issuance of a New Contract With an Increased Total Death
Benefit
B6. The contract holder surrenders the original contract and obtains a new contract for the increased total
death benefit. This is an example of a contract exchange. In this example, the additional premium charged
is not in excess of an amount that would be commensurate with the additional insurance coverage
obtained, no reunderwriting was required, and there were no surrender fees or front-end fees associated
with the internal replacement. This contract exchange of a traditional life insurance contract for another
traditional life insurance contract with increased death benefit coverage results in the replacement contract
being substantially unchanged from the replaced contract due to the following:
a. The modification does not result in a change in the insured event, as there is no significant
change in the kind and degree of mortality risk from the replaced contract.
b. There is no change in the nature of the investment return rights from the replaced contract.
c.

The additional premium is not in excess of an amount commensurate with the additional
insurance coverage obtained and there are no changes in the charges related to the original
benefits.

d. There is no net decrease in the balance available to the contract holder.
e. There is no change in the participation or dividend features of the replaced contract.
f.

The modification does not result in a change to either the amortization method or revenue
classification of the contract.

The same conclusion would be reached if the internal replacement transaction involved the exchange of a
universal life contract for a new universal life contract or of a variable universal life contract for a new
variable universal life contract, with the fact pattern discussed above for an exchange of a traditional life
insurance contract. AcSEC acknowledges that the examples in paragraphs B4 and B6 of this SOP are
substantively the same, but will have slightly different accounting results due to the form of the transactions.
Administrative considerations and customer preferences generally would determine how the insurance

49

enterprise would structure the increased benefit.

Addition of New Car to an Automobile Contract
B7. An automobile insurance contract is a short-duration contract that generally provides coverage for
personal injury and automobile damage sustained by the insured and liability to third parties for losses
caused by the insured. A newly purchased car being added to an existing automobile policy with no
change in the other vehicles covered under the contract results in additional nonintegrated contract
coverage that should be accounted for separately from the existing automobile contract coverage; as the
underwriting, and price for coverage of the new car is determined separately.

Deletion of a Car from an Automobile Contract
B8. If one of the existing automobiles under the contract described in paragraph B7 of this SOP is removed
from the automobile contract, it is not an internal replacement, but is considered a reduction in coverage
under paragraph 10 of this SOP providing that all the terms that determine the amount refunded from a
change in coverage are fixed in the original contract or by applicable state law or regulation. The amount
refunded to the contract holder reduces the related unearned revenue liability and consequently reduces
the associated unamortized deferred acquisition costs.

Addition of a New Driver to an Automobile Contract
B9. The addition of a new driver to an existing automobile contract with no other changes in the contract,
results in additional nonintegrated contract coverage that should be accounted for separately from the
existing automobile contract coverage, as the underwriting, and price for coverage for the new driver is
determined separately.

Deletion of a Driver from an Automobile Contract
B10.

If one of existing drivers under the contract described in paragraph B9 of this SOP is removed from

the automobile contract, it is not an internal replacement, but is considered a reduction in coverage under
paragraph 10 of this SOP providing that all the terms that determine the amount refunded from a change in

50

coverage are fixed in the original contract or by applicable state law or regulation. The amount refunded to
the contract holder reduces the related unearned revenue liability and consequently reduces the associated
unamortized deferred acquisition costs.

Change in Coverage of an Automobile Contract
B11.

An increase in the collision deductible of an automobile contract, is in effect a reduction in the

coverage provided, and is not an internal replacement, but is considered a reduction in coverage under
paragraph 10 of this SOP providing that all the terms that determine the amount refunded from a change in
coverage are fixed in the original contract or by applicable state law or regulation. Contractual provisions
that allow the contract holder to elect to add future coverage or decrease existing coverage at then-current
rates, subject to a stated minimum and maximum, generally are not specific enough to satisfy this
requirement unless the range between the current rates at contract inception and maximum is narrow.

B12.

A decrease in the collision deductible of an automobile contract, is in effect an increase in the

coverage provided, and is not an internal replacement, but is considered an election by the contract holder
of coverage that was within the original contract as noted in paragraph 9 of this SOP, providing that all the
terms that determine the amount of the premium related to the additional coverage are fixed in the original
contract or by applicable state law or regulation. Contractual provisions that allow the contract holder to
elect to add future coverage or decrease existing coverage at then-current rates, subject to a stated
minimum and maximum, generally are not specific enough to satisfy this requirement unless the range
between the current rates at contract inception and maximum is narrow.

Addition of a Personal Articles Floater to a Homeowners Contract
B13.

A homeowners contract is a short-duration contract that generally provides coverage for loss or

damage of property and personal injury occurring on the insured’s property. A personal articles floater
provides coverage for loss for personal property not covered under the terms of the homeowners contract.
If multiple pieces of jewelry are added to a personal articles floater, this SOP views each separately
identified and priced item to constitute a nonintegrated contract. Thus, the addition of a personal articles
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floater providing coverage for several new pieces of jewelry to an existing homeowners contract, with no
other changes in the contract, results in additional nonintegrated contract coverage that should be
accounted for separately from the existing homeowners contract; as the underwriting, and price for
coverage for the jewelry is determined separately. This is true even though the items covered by the
personal articles floater and the homeowners contract share a deductible in the event of a common loss.
The sharing of a deductible does not determine if the contract feature or coverage is integrated, as the
deductible is related to the losses covered by a single insured event and not by individual coverage.

Increase in Limits for an Umbrella Contract
B14. A contract holder currently has an umbrella contract, from the same insurance enterprise as their
homeowners contract, that provides for liability coverage with a limit of one million dollars. The contract
holder requests to increase the limit on the umbrella contract to two million dollars. This additional layer of
coverage results in additional nonintegrated contract coverage that should be accounted for separately
from the existing umbrella contract, as the additional premium charged is not in excess of an amount that
would be commensurate with the additional insurance coverage obtained, and there was no reunderwriting
of the original coverage. If however, there was substantive underwriting of the entire contract, including the
original coverage, that would result in a substantially changed contract because substantive underwriting is
an indicator that the insurance risk has significantly changed.

Single Premium Deferred Annuity to Market Value Adjusted Annuity
B15.

A single premium deferred annuity (SPDA) is a deferred general account annuity with a single

premium and guaranteed minimum crediting rate. The crediting rate on an SPDA may vary above the
minimum guaranteed rate at the discretion of the insurance enterprise. SPDAs typically are classified as
investment contracts under Financial Accounting Standards Board (FASB) Statement of Financial
Accounting Standards No. 97, Accounting and Reporting by Insurance Enterprises for Certain LongDuration Contracts and for Realized Gains and Losses from the Sale of Investments.
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B16.

A market value adjusted (MVA) annuity is a fixed deferred annuity that provides for return of

principal and guaranteed interest if held until a specified date or a calculated market adjusted value if
surrendered at an earlier date.

MVA annuities typically are classified as FASB Statement No. 97

investment contracts.
B17.

In this example, there is no significant difference in the interest crediting rate, no additional deposit

or premium is required, and there are no surrender charges or front-end fees associated with the internal
replacement. The contract exchange of an SPDA contract for an MVA contract results in the replacement
contract being substantially unchanged from the replaced contract as a result of the following:
a. The insured event has not changed from the replaced contract.
b. The exchange does not change the nature of the contract holder’s investment return rights
(crediting rate is declared by insurance enterprise, subject to guaranteed minimum crediting
rate). The difference between the SPDA and the MVA annuity results from the manner in
which the amount available to the contract holder is determined in the event the contract is
terminated prematurely, not the contractual rights and provisions for the determination of the
contract holder’s investment return in the absence of a premature termination of the contract.
c.

No additional deposit or premium is required and there are no changes in the charges related
to the original benefits.

d. There is no net decrease in the balance available to the contract holder.
e. There is no change in the participation or dividend features of the replaced contract.
f.

There is no change in the amortization method or revenue classification of the replaced
contract.

Paragraph 18 of FASB Statement No. 97 generally has been interpreted as indicating that surrender
assessments are not anticipated in determining liability valuation. Therefore, AcSEC concluded it was
appropriate to not consider the difference in the surrender provisions of the SPDA and MVA annuities in
evaluating the substance of these types of contracts.
Single Premium Deferred Annuity to Equity-Indexed Annuity
B18.

An SPDA has a crediting rate that is set at the discretion of the insurance enterprise. An equity-
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indexed annuity is a deferred fixed annuity contract with a guaranteed minimum crediting rate plus a
contingent return based on a contractually specified internal or external equity index.

Equity-indexed

annuities typically are classified as FASB Statement No. 97 investment contracts with FASB Statement No.
133, Accounting for Derivative Instruments and Hedging Activities, as amended, embedded derivatives that
are required to be bifurcated from the contract and accounted for separately.

B19.

The contract exchange of an SPDA contract for an equity-indexed annuity results in the

replacement contract being substantially changed from the replaced contract because the nature of the
contract holder’s investment return rights differs significantly between the two contracts. The crediting rate
of the SPDA contract is declared at the discretion of the insurance enterprise, and the equity-indexed
annuity is contractually determined by reference to a pool of assets, an index, or other specified formula.

Single Premium Deferred Annuity to Multi-Bucket Annuity
B20.

An SPDA has a crediting rate that is set at the discretion of the insurance enterprise. A multi-

bucket annuity is a general account deferred annuity for which, subject to a contractually specified
minimum crediting rate, the interest rate to be credited on the contract holder’s account balance is
determined based on the returns achieved on a specified category of investments or investment strategy
selected by the contract holder. The contract specifies the rights and provisions for the determination of
investment return to the contract holder.

B21.

The contract exchange of an SPDA contract for a multi-bucket annuity results in the replacement

contract being substantially changed from the replaced contract because the nature of the investment
return rights are different between the two contracts. In the case of the typical SPDA, the interest rate is
declared at the discretion of the insurance enterprise, whereas in the case of the multibucket annuity, the
interest rate is determined by reference to a specific category of assets or investment strategy selected by
the contract holder as defined in the contract.
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Fixed-Interest Rate Guaranteed Investment Contract to a Variable-Interest Rate Guaranteed
Investment Contract
B22.

A fixed-interest rate guaranteed investment contract (GIC) has a stated fixed crediting rate

guaranteed for a specified period. An example of a variable-interest rate GIC is a contract with a credited
interest rate defined as London Inter Bank Offer Rate (LIBOR) plus a specified spread. Both kinds of GIC
contracts are classified as FASB Statement No. 97 investment contracts.

B23.

The contract exchange of a fixed-rate GIC for a variable-rate GIC results in the replacement

contract being substantially changed from the replaced contract because the investment return rights for
the determination of the contract holder’s investment return are different between the two contracts. In the
case of the fixed-rate GIC, the interest rate is fixed and guaranteed, whereas in the case of the variableinterest rate GIC, the investment return to the contract holder is contractually specified to be determined
based on the returns achieved on a specified category of investments or tied to a specific index.

Variable Annuity With No Death Benefit Guarantee to Variable Annuity With Death Benefit
Guarantee
B24.

A variable annuity is a product offered by an insurance enterprise in which the contract holder’s

payments are used to purchase units of a separate account. The contract holder directs the allocation of
the account value among various investment allocation alternatives and bears the investment risk. The
units may be surrendered for their current value in cash (often less a surrender change) or applied to
purchase annuity income contracts. The insurance enterprise periodically deducts mortality and expense
charges from the account. Variable annuities typically are classified as FASB Statement No. 97 investment
contracts. A common feature in variable annuities is a minimum guaranteed death benefit (MGDB), with
some MGDB designs providing more extensive benefits than others.

B25.

The contract exchange of a variable annuity with no death benefit guarantee for a variable annuity

that contains an MGDB that is determined to be significant, results in the replacement contract being
substantially changed from the replaced contract because the addition of an MGDB with significant
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mortality risk substantively changes the degree of mortality risk and changes the insured event of the
contract.
B26. This modification also could have been accomplished through the addition of a rider providing for a
MGDB with significant mortality risk to the variable annuity contract rather than through a contract
exchange. If so, the addition of the rider would constitute the addition of an integrated contract feature
because the benefit provided by the rider can be determined only in conjunction with the annuity contract.
The analysis, therefore, is the same as for the similar contact exchange and results in the same conclusion
that the replacement contract is substantially changed from the replaced contract because the addition of
an MGDB with significant mortality risk substantively changes the degree of mortality risk and changes the
insured event of the contract.

Variable Annuity With Rollup Death Benefit Guarantee to Variable Annuity With Ratchet Death
Benefit Guarantee
B27.

In this example, it is assumed that both the variable annuity with the rollup MGDB and the variable

annuity with the ratchet MGDB offered as an internal replacement are determined to have significant
mortality risk. It is also assumed that there is no reunderwriting required for the transaction, no additional
deposit required to effect the transaction, and no net decrease in the balance available to the contract
holder prior to surrender charges. In this example, the replacement results in additional mortality and
expense charges due to the enhanced benefit not in excess of an amount commensurate with the added
benefit. A contract exchange of a variable annuity contract that contains an MGDB that is determined to be
significant with a variable annuity contract that contains another kind of MGDB that is also determined to be
significant, results in the replacement contract being substantially unchanged from the replaced contract as
a result of the following:
a. The exchange does not result in a significant change in the kind and degree of mortality
risk.
b. The exchange does not change the nature of the contract holder’s investment return rights.
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c.

No additional deposit or premium is required and the additional charges are not in excess
of an amount commensurate with the benefit.

d. There is no net decrease in the balance available to the contract holder.
e. There is no change in the participation or dividend features of the contracts.
f.

There is no change to the amortization method or revenue classification of the replaced
contract.

If the modification were achieved through amendment, endorsement, or rider rather than through a contract
exchange, the analysis and conclusion would be the same as for the contract exchange because the
MGDB is an integrated feature.
Variable Annuity to a Variable Annuity with Long-Term Care Benefit
B28.

A long-term care (LTC) rider provides that in the event the insured enters a LTC facility, the feature

will provide a specified fixed payment while the insured is being treated at a LTC facility.

B29.

In this example, the contract holder exchanges the original variable annuity contract for a new

variable annuity contract that contains an LTC rider. This is a contract exchange in which the replacement
contract contains a nonintegrated contract feature, as the LTC rider is not related to the provisions of the
replacement variable annuity contract. This contract exchange results in the base annuity contract being
substantially unchanged from the replaced contract as a result of the following:
a. The modification does not result in a change in the insured event, as there is no significant
change in the kind and degree of mortality risk from the replaced contract.
b. There is no change in the nature of the investment return rights from the replaced contract.
c.

The additional premium is not in excess of an amount commensurate with the additional
insurance coverage obtained and there are no changes in the charges related to the original
benefits.

d. There is no net decrease in the balance available to the contract holder.
e. There is no change in the participation or dividend features of the replaced contract.
f.

The modification does not result in a change to either the amortization method or revenue
classification of the contract.
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The LTC rider should be accounted for as a separate contract, as it is a nonintegrated contract feature.
This accounting would be the same if the modification had been achieved through the addition of a LTC
rider to the original annuity contract rather than through an exchange.

Variable Annuity With New Investment Alternatives Added and Elections of Fixed Allocation
Alternatives
B30.

Variable annuities generally have a number of investment allocation alternatives from which the

contract holder may select. In the normal course of business, companies modify these elections for a
number of reasons, including competition and changes in investment management and distribution
relationships.

Throughout the life of the contract, the contract holder has the option to select new

allocations for the investment of his or her annuity account balance.

Generally, the addition of new

investment allocation alternatives to variable life insurance or annuity contracts does not result in a
substantive change to the original contract because the contractual rights and provisions for the
determination of the contract holder’s investment return have not changed.

B31.

It is possible that one of the investment allocation alternatives added or elected could be a fixed

return option. As long as the contract remains a variable annuity contract and the contract holder retains
the right to reallocate amounts to other investment alternatives, neither the addition of the investment
alternative nor the contract holder’s utilization of that investment alternative would constitute an internal
replacement that results in a substantially changed contract. If, however, the contract holder’s election of a
fixed allocation alternative results in a conversion or partial conversion to a fixed annuity contract or the
contract remains a variable annuity contract but the transfer is effectively a conversion or partial conversion
because there are substantive restrictions on the contract holder’s ability to reallocate amounts to other
investment alternatives, the modification would result in a substantially changed contract to the extent of the
conversion or substantially restricted balance.
Variable Annuity to Variable Annuity With Guaranteed Minimum Accumulation Benefit
B32.

A variable annuity contract is replaced with a variable annuity contract that also provides a

guaranteed minimum accumulation benefit (GMAB); in this example, a 5-percent annual rollup of contract
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value in 10 years. The contract exchange of a variable annuity for a variable annuity that contains a
GMAB, results in the replacement contract being substantially changed from the replaced contract because
the addition of a GMAB changes the investment return rights of the contract holder, by providing a minimum
investment return guarantee. The analysis would be the same if the change had been achieved through
the addition of a GMAB rider. If, however, the contract holder had elected to add a GMAB feature that was
included in the original contract (and met the specifications in paragraph 9 of this SOP), the modification
would not be considered an internal replacement and would not require evaluation under the guidance in
this SOP.

Variable Annuity to Variable Annuity With Guaranteed Minimum Income Benefit
B33.

A variable annuity contract is replaced with a variable annuity contract that also provides a

guaranteed minimum income benefit (GMIB); in this example, a 5-percent annual rollup of contract value.
A GMIB specifies a manner in which an annuitization benefit is determined if the contract holder elects to
annuitize. The GMIB benefit cannot be withdrawn or net settled. The contract exchange of a variable
annuity for a variable annuity that contains a GMIB results in the replacement contract being substantially
changed from the replaced contract because the addition of a GMIB changes the investment return rights
of the contract holder, as a minimum investment return provision, via the guaranteed amount for
annuitization, has been added to the variable annuity. The analysis would be the same if the change had
been achieved through the addition of a GMIB rider. If, however, the contract holder had elected to add a
GMIB feature that was included in the original contract (and met the specifications in paragraph 9 of this
SOP), the modification would not be considered an internal replacement and would not require evaluation
under the guidance in this SOP.
Variable Annuity to Variable Annuity With Guaranteed Minimum Withdrawal Benefit
B34.

A guaranteed minimum withdrawal benefit (GMWB) provides a contract holder a guarantee that a

minimum amount (usually stated as a percentage of premiums) will be available for withdrawal over a
specific period. Regardless of the contract value, the contract holder is guaranteed the right to periodic
withdrawals from the contract until the amount of premiums deposited into the contract is withdrawn. The
insurance enterprise either replaces deferred annuity contracts with annuity contracts that contain the
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GMWB feature or the insurance enterprise adds a GMWB rider to existing inforce business (that is,
deferred annuity contracts).

B35.

A variable annuity with a GMWB is classified as an FASB Statement No. 97 investment contract

with an embedded derivative. The contract exchange of a variable annuity for a variable annuity that
contains a GMWB results in the replacement contract being substantially changed from the replaced
contract because the addition of a GMWB changes the investment return rights of the contract holder, as a
minimum investment return provision, via the guaranteed withdrawal amount, has been added to the
variable annuity. The analysis would be the same if the change had been achieved through the addition of
a GMWB rider. If, however, the contract holder had elected to add a GMWB feature that was included in
the original contract (and met the specifications in paragraph 9 of this SOP), the modification would not be
considered an internal replacement and would not require evaluation under the guidance in this SOP.
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APPENDIX C
FLOWCHART – APPLICATION OF SOP 05-X ACCOUNTING MODEL

Does the contract modification result from the
election by the contract holder of a benefit, feature,
right or coverage that was within the original
contract and meets the conditions of paragraph 9 of
this SOP or a partial withdrawal, surrender or
reduction in coverage as described in paragraph 10
of this SOP?

Yes

Not considered an internal
replacement for purposes
of this guidance.

No
Yes
Does the contract modification involve the addition
of or changes to a nonintegrated contract feature?

The addition of a
nonintegrated contract
feature does not impact the
base contract. Changes to
nonintegrated contract
features should be
evaluated under paragraph
14 of this SOP separately
from the base contract.

No

Does the contract modification result in a
substantially changed replacement contract in
accordance with the criteria in paragraph 14 of this
SOP?

No

Should be accounted for as a continuation of the
contract in accordance with paragraphs 15 thru 23 of
this SOP under the retrospective method (paragraph
16 of this SOP), or if the modification is a contract
exchange and “not practicable” then under the
prospective method (paragraphs 17 and 18 of this
SOP).
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Yes

Should be accounted for as
a contract termination and
issuance of a new contract
in accordance with
paragraph 24 of this SOP.

APPENDIX D
ILLUSTRATION OF DEFERRED ACQUISITION COSTS AND UNEARNED REVENUE
LIABILITY AMORTIZATION FOR A FASB STATEMENT NO. 97 INTERNAL REPLACEMENT
THAT IS DETERMINED TO RESULT IN A SUBSTANTIALLY UNCHANGED CONTRACT

D1. The schedules in Illustrations D-1 and D-2 that follow are based on the same example and use the
same assumptions. In the illustrative examples, an insurance enterprise is offering to replace its general
account single premium deferred annuity (SPDA) contracts with newer general account SPDA contracts,
and assumes that 50 percent of the existing contract holders choose the internal replacement at the end of
year 5. No surrender charges from the original contract will be imposed on contract holders who elect to
have their contracts replaced. The contract holder who elects the new contract will receive a higher interest
crediting rate than under the older contract but must accept a new surrender charge period. The insurance
enterprise expects that persistency rates will improve under the replacement contracts as a result of the
new surrender charge period and the higher credited interest.
D2. The exchange of an SPDA contract for a newer SPDA contract in this example results in the
replacement contract being substantially unchanged from the replaced contract, due to the following:
a. The insured event or risk, type or period of coverage of the contract has not changed, as
noted by no significant changes in the kind and degree of mortality risk, morbidity risk, or
other insurance risk, if any.
b. The nature of the investment return rights, if any, have not changed.
c.

No additional deposit, premium, or charge relating to the original benefit, in excess of
amounts contemplated in the original contract, is required to effect the transaction.

d. Other than distributions to the contract holder or contract designee, there is no net
reduction in the contract holder’s account value or, for contracts not having an explicit or
implicit account value, the cash surrender value, if any.
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e. There is no change in the participation or dividend features of the contract, if any.
f.

There is no change to the amortization method or revenue classification of the contract.

D3. Illustration D-1 presents an example of the application of the guidance in paragraph 16 of this
Statement of Position (SOP), whereby the estimated gross profits (EGPs) of the replacement contract are
accounted for as revisions to the EGPs of the replaced contract in the determination of the amortization of
deferred acquisition costs and deferred sales inducement assets and the recognition of unearned
revenues.

D4. An alternative allocation approach may be used if it is not reasonably practicable for an insurance
enterprise to account for, in the manner described in paragraph 16 of this SOP, a contract exchange that
has resulted in a replacement contract that is substantially unchanged from the replaced contract. The
insurance enterprise may then determine an appropriate balance of unamortized deferred acquisition costs
related to the replaced contract to carry forward to the replacement contract, and utilize EGPs only of the
replacement contract to determine future amortization. Illustration D-2 is an example of such an alternative
allocation approach.

D5. In the illustrations, the insurance enterprise’s accounting policy is to let the discount rate fluctuate with
changes in interest crediting rates.1

Illustration D-1
D6. Illustration D-1, which follows, presents an example of the guidance in paragraph 16 of this SOP,
whereby the EGPs or margins of the replacement contract are accounted for as revisions to the EGPs or
margins of the replaced contract in the determination of the amortization of DAC and deferred sales
inducement assets and the recognition of unearned revenues.
1

In accordance with the guidance in paragraph 25 of Financial Accounting Standards Board (FASB) Statement of Financial
Accounting No. 97, Accounting and Reporting by Insurance Enterprises for Certain Long-Duration Contracts and for Realized Gains
and Losses from the Sale of Investments.
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D7. The following schedules are included in Illustration D-1:
•

Schedule 1, “Original Contracts Deferred Acquisition Costs and URL Amortization Before
Replacement”

•

Schedule 2, “Account Value and EGPs, of Replacement Contracts” (This schedule
illustrates the account balances for contracts that have elected to participate in the internal
replacement transaction at the end of year 5.)

•

Schedule 3, “Account Value and Crediting Rates of Original and Replacement Contracts”
(This schedule illustrates the account balances and interest crediting rates for both the
replacement contracts and the contracts not electing to participate in the internal
replacement transaction.)

•

Schedule 4, “Combined EGPs, Deferred Acquisition Costs, and URL” (This schedule
summarizes the EGPs, deferred acquisition costs and front-end fees for both the
replacement contracts and the contracts not electing to participate in the internal
replacement transaction.)

•

Schedule 5, “Revised Amortization of Deferred Acquisition Costs and URL After
Replacement”

(This schedule illustrates the determination of the revised deferred

acquisition costs and URL balances for the combination of both replacement contracts
and the contracts not electing to participate in the internal replacement transaction.)
•

Schedule 6, “Summary of Deferred Acquisition Costs and URL as a Result of Internal
Replacement That Is Not Substantially Different”
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D-1: Schedule 1
Original Contracts Deferred Acquisition Costs and
URL Amortization Before Replacement
Account
Contract

Discount

Year

Rate

1 (Act.)
2 (Act.)
3 (Act.)
4 (Act.)
5 (Act.)
6 (Proj.)
7 (Proj.)
8 (Proj.)
9 (Proj.)
10 (Proj.)
11 (Proj.)
12 (Proj.)
13 (Proj.)
14 (Proj.)
15 (Proj.)
16 (Proj.)
17 (Proj.)
18 (Proj.)
19 (Proj.)

(a)
6.00%
7.00
7.50
6.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50

Value

Acquisition FrontEnd
Costs
Fees

Deposits
End of
Year
(b)
(c)
(d)
(e)
$30,694,95 $30,000,00 $1,925,000 $300,000
0
0
31,201,417
–
–
–
28,510,294
–
–
–
22,772,598
–
–
–
16,817,563
–
–
–
12,419,771
–
–
–
9,172,001
–
–
–
6,773,522
–
–
–
5,002,246
–
–
–
3,694,159
–
–
–
2,728,136
–
–
–
2,014,729
–
–
–
1,487,877
–
–
–
1,098,797
–
–
–
811,462
–
–
–
599,265
–
–
–
442,557
–
–
–
326,828
–
–
–
241,363
–
–
–

EGPs
(f)

Deferred
Acquisition
Costs
Balance

URL
Balance

End of
Year
(g)

End of
Year
(h)

$302,094 $1,775,253 $276,663
356,730 1,586,302 247,216
517,263 1,251,103 194,977
549,372
850,060 132,477
414,428
532,934 83,055
253,964
339,258 52,871
149,039
227,057 35,385
81,593
167,904 26,167
60,646
123,889 19,307
45,060
91,139 14,203
33,468
66,765 10,405
24,850
48,619
7,577
18,445
35,097
5,470
13,687
25,010
3,898
10,154
17,470
2,723
7,531
11,818
1,842
5,584
7,565
1,179
4,140
4,347
677

3,068
1,892
295
5.50
–
–
–
–
2,273
0
0
1,925,000 300,000 2,192,412
Present values
0.87803 0.13684
k factor
Explanation of columns:
(a) Discount rate for FASB Statement No. 97 product, which is the rate that accrues to contract holder balances.
(b) Prior year-end account value plus interest credited less fees less withdrawals.
20 (Proj.)

11/05/04

(c) Premium deposits at beginning of contract year.
(d) Deferrable acquisition costs as defined in FASB Statement No. 60, assumed to be incurred as of the
beginning of the year.
(e) Front-end fees charged to contract holders at beginning of year for services to be provided over life of
contract.
(f) EGPs as defined in FASB Statement No. 97.
(g) Ending deferred acquisition costs balance as defined in FASB Statement No. 97 using EGPs as basis for
amortization.
EOY DAC = BOY DAC + Acquisition Costs + Interest – Amortization(f * 0.87803),
(h) Ending URL as defined in FASB Statement No. 97 using EGPs as basis for amortization.
EOY URL = BOY URL + Front-End Fees + Interest – Amortization(f * 0.13684)
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D-1: Schedule 2 Account Value and EGPs, of Replacement Contracts

Contract
Year
50%
At Replacement
6 (Proj.)
7 (Proj.)
8 (Proj.)
9 (Proj.)
10 (Proj.)
11 (Proj.)
12 (Proj.)
13 (Proj.)
14 (Proj.)
15 (Proj.)
16 (Proj.)
17 (Proj.)
18 (Proj.)
19 (Proj.)
20 (Proj.)

Account
Value
End of Year
(a)
8,408,782
8,669,979
8,710,078
8,520,090
8,108,995
7,503,355
6,744,578
5,884,223
4,978,052
4,211,432
3,562,872
3,014,190
2,550,004
2,157,304
1,825,079
0

EGPs
(b)
5,228
82,455
90,295
91,087
85,007
73,107
57,140
39,242
33,424
28,457
24,218
20,604
17,523
14,898
12,663

Discount
Rate
(c)
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%

Explanation of columns:
(a)
50 percent of original contracts account value at replacement; thereafter, prior year-end account
value plus interest credited less fees less withdrawals.

(b)
(c)

Estimated gross profits as defined in FASB Statement No. 97. EGP in year 6
reflects commissions of 0.75 percent of account value paid at time of replacement
that is not deferrable under the SOP.
Discount rate for FASB Statement No. 97 product which is the rate at which contract holder's funds
accumulate.
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D-1: Schedule 3
Account Value and Crediting Rates of Original and Replacement Contracts
50 Percent of Original Contracts' Account Value Replaced With New Contracts

Contract
Year
At Issue
1
2
3
4
5
At
Replacement
6
7
8
9
10
11
12
13
14
15
16
17
18

11/05/04

Account
Value
End of
Year
Original

Interest
Account Crediting
Value
End of Year
Rate

Interest
Crediting

Interest
Crediting

Rate

Rate

Replacemen Original Replacement Weighted
t
Contracts Contracts Contract Contracts
Average
s
(a)
(b)
(c)
(d)
(e)
$29,700,00
–
6.00%
–
6.00%
0
30,694,950
–
7.00
–
7.00
31,201,417
–
7.50
–
7.50
28,510,294
–
6.50
–
6.50
22,772,598
–
5.50
–
5.50
16,817,563
8,408,782 $8,408,782
5.50
5.75%
5.63
6,209,885
4,586,000
3,386,761
2,501,123
1,847,079
1,364,068
1,007,364
743,939
549,399
405,731
299,632
221,278
163,414

8,669,979
8,710,078
8,520,090
8,108,995
7,503,355
6,744,578
5,884,223
4,978,052
4,211,432
3,562,872
3,014,190
2,550,004
2,157,304

5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50
5.50

5.75
5.75
5.75
5.75
5.75
5.75
5.75
5.75
5.75
5.75
5.75
5.75
5.75

5.65
5.66
5.68
5.69
5.70
5.71
5.71
5.72
5.72
5.72
5.73
5.73
5.73

19
20

120,681
–

1,825,079
–

5.50
–

5.75
–

5.73
–

Explanation of columns:
(a)
Account value at the end of the contract year for original contracts,
(beginning in year 6, this represents account value related to those contracts
not electing the replacement).
(b)
Account value at the end of the contract year for replacement contracts
(per Schedule 2 Column a).
(c)
Interest crediting rate on original contracts, beginning in year 6 this
represents the interest crediting rate on those contracts not electing the
replacement.
(d)
Interest crediting rate on replacement contracts.
(e)
Interested crediting rate weighted by account value.
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D-1: Schedule 4
Combined EGPs, Deferred Acquisition Costs, and URL
(Contracts that have not elected the replacement plus contracts that have elected the replacement)
50 Percent of Original Contracts' Account Value Replaced With New Policies
EGPs
EGPs
Deferred FrontContract Original Replacement Combined Acquisition End
Contracts Contracts
EGPs
Costs
Fees
Year
(a)
(b)
(c)
(d)
(e)
1 (Act.)
–
$1,925,000 $300,0
$302,094
$302,094
00
2 (Act.)
356,730
–
356,730
–
–
3 (Act.)
517,263
–
517,263
–
–
4 (Act.)
549,372
–
549,372
–
–
5 (Act.)
414,428
–
414,428
–
–
6 (Proj.)
126,982
5,228
132,210
–
7 (Proj.)
74,520
82,455
156,975
–
–
8 (Proj.)
40,797
90,295
131,092
–
–
9 (Proj.)
30,323
91,087
121,410
–
–
10 (Proj.)
22,530
85,007
107,537
–
–
11 (Proj.)
16,734
73,107
89,841
–
–
12 (Proj.)
12,425
57,140
69,565
–
–
13 (Proj.)
9,223
39,242
48,465
–
–
14 (Proj.)
6,844
33,424
40,268
–
–
15 (Proj.)
5,077
28,457
33,534
–
–
16 (Proj.)
3,765
24,218
27,984
–
–
17 (Proj.)
2,792
20,604
23,396
–
–
18 (Proj.)
2,070
17,523
19,593
–
–
19 (Proj.)
1,534
14,898
16,432
–
–
20 (Proj.)
1,137
12,663
13,799
–
–
$1,925,000 $300,0
Present values
2,328,377
00
0.8268
0.1288
k factor
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Explanation of columns:
(a)
EGPs from original policies (beginning in year 6, this represents EGPs related to those contracts not
electing the replacement).
(b)
EGPs from replacement policies.
(c)
Combined EGPs.
(d)
Deferrable acquisition costs from original policies.
(e)
Front-end fees from original policies.
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D-1: Schedule 5
Revised Amortization of Deferred Acquisition Costs and URL After Replacement
<-----Deferred Acquisition Cost Amortization ---------> <----- Unearned Revenue Amortization ----->
Contract Acquisition Interest
DAC
Front-End Interest
URL
Fees
Costs
Added Amortization (End of
Added Amortization (End of
Year
Year)
Year)
(a)
(b)
(c)
(d)
(e)
(f)
(g)
(h)
1 (Act.) $1,925,000

$300,000
115,500

2 (Act.)

–

3 (Act.)

–

4 (Act.)

–

5 (Act.)

–

(249,758) 1,790,742

18,000

(38,923) 279,077

19,535

(45,963) 252,649

18,949

(66,647) 204,951

13,322

(70,784) 147,489

8,112

(53,397) 102,204

5,749

(17,035)

90,918

5,133

(20,225)

75,826

4,295

(16,891)

63,230

3,591

(15,643)

51,177

2,913

(13,856)

40,234

2,294

(11,576)

30,952

1,767

(8,963)

23,756

1,357

(6,244)

18,869

–
125,352

(294,929) 1,621,165
–

121,587

(427,650) 1,315,102
–

85,482

(454,197)

946,387
–

52,051

(342,631)

655,808

6 (Proj.)

–
36,889

7 (Proj.)

–

8 (Proj.)

–

9 (Proj.)

–

10 (Proj.)

–

11 (Proj.)

–

12 (Proj.)

–

13 (Proj.)

–

(109,305)

583,392
–

32,936

(129,780)

486,548
–

27,557

(108,381)

405,724
–

23,041

(100,377)

328,388
–

18,689

(88,907)

258,170
–

14,717

(74,277)

198,611
–

11,337

(57,513)

152,434
–

8,709

(40,069)

121,075
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14 (Proj.)

–

–
6,922

15 (Proj.)

–

16 (Proj.)

–

17 (Proj.)

–

18 (Proj.)

–

19 (Proj.)

–

20 (Proj.)

–

(33,292)

94,706

1,079

(5,188)

14,759

844

(4,321)

11,283

646

(3,606)

8,323

477

(3,014)

5,786

332

(2,524)

3,593

206

(2,117)

1,682

96

(1,778)

(0)

–
5,418

(27,724)

72,400
–

4,144

(23,136)

53,409
–

3,059

(19,343)

37,125
–

2,127

(16,198)

23,054
–

1,322

(13,585)

10,790
–

619

(11,409)

0

Explanation of columns:
(a)
Total deferrable acquisition costs from original policies.
(b)
Interest on deferred
acquisition costs.
(c)
Deferred acquisition cost amortization (k-factor per
Schedule 4, column f * total revised EGP per Schedule
4, column c).
(d)
Ending DAC = BOY DAC + (a) + (b) +(c).
(e)
Total front-end fees from original policies.
(f)
Interest on URL.
(g)
URL amortization (k-factor per Schedule 4, column I *
total revised EGP per Schedule 4, column c).
(h)
Ending URL = BOY URL + (e) + (f) + (g).
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D-1: Schedule 6
Summary of Deferred Acquisition Cost and URL As a Result of Internal Replacement That Is
Not Substantially Different

Deferred
Acquisition
Costs
Original contracts before replacement
(year 5 balances, per Schedule 1,
columns g and h)
Combined contracts after replacement
(year 5 balances, per Schedule 5,
columns d and h)

URL

532,934

83,055

655,808

102,204

(122,874) (19,149)
Summary of Accounting Entries
Deferred
acquisition
costs

$122,874
Amortization
$122,874

Change in Unearned Revenue
URL

$19,149
$19,149
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Illustration D-2
D8. An alternative allocation approach may be used if it is not reasonably practicable for an
insurance enterprise to account for, in the manner described in paragraph 16 of this SOP, a
contract exchange that has resulted in a replacement contract that is substantially unchanged
from the replaced contract.

The insurance enterprise may then determine the balance of

unamortized deferred acquisition costs related to the replaced contract to carry forward to the
replacement contract, and utilize estimated gross profits or margins only of the replacement
contract to determine future amortization. Illustration D-2 is an example of such an alternative
allocation approach.
D9. The following schedules are included in Illustration D-2:

•

Schedule 1, “Original Contracts Deferred Acquisition Costs and URL Amortization Before

Replacement”
•

Schedule 2, “Original Contracts Deferred Acquisition Costs and URL Amortization After

Replacement” (This schedule calculates the revised balances for deferred acquisition costs and
URL for contracts not electing to participate in the internal replacement transaction. Account
value and balances on EGPs related to replacement contracts are eliminated prospectively from
the end of year 5, when contracts are assumed to be replaced for purposes of this illustration.
The differences in the balances for deferred acquisition costs and URL are allocated to
replacement contracts and treated as if they were deferrable acquisition costs and front-end fees,
respectively, incurred at the inception of the replacement contracts.)
•

Schedule 3, “Calculation of Carryover Amounts” (This schedule calculates the balances

for deferred acquisition costs and URL to be allocated to the replacement contracts.)
•

Schedule 4, “Account Value, Deferred Acquisition Costs, Front-End Fees, and EGPs of

Replacement Contracts” (This schedule calculates the account value, deferred acquisition costs,
front-end fees, and EGPs of contracts that have elected the internal replacement transaction at
the end of year 5.)

11/05/04
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•

Schedule 5, “Deferred Acquisition Costs and URL Amortization For Replacement

Contracts” (This schedule calculates the deferred acquisition costs and URL amortization of
contracts that have elected the internal replacement transaction at the end of year 5.)
•

Schedule 6, “Combined Deferred Acquisition Costs and URL After The Internal

Replacement Transaction” (This schedule calculates the total deferred acquisition costs and
URL balances for contracts that have not elected the internal replacement transaction and
replacement contracts.)
•

Schedule 7 “Summary of Deferred Acquisition Costs and URL as a Result of an Internal

Replacement That Is Not Substantially Different”
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D-2: Schedule 1
Original Contracts Deferred Acquisition Costs and
URL Amortization Before Replacement
Unearned
Deferred
Acquisition
Costs

Account
Contract

Discount

Value

Year

Rate
(a)
6.00%
7.00%
7.50%
6.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%

End of Year
(b)
$30,694,950
31,201,417
28,510,294
22,772,598
16,817,563
12,419,771
9,172,001
6,773,522
5,002,246
3,694,159
2,728,136
2,014,729
1,487,877
1,098,797
811,462
599,265
442,557

1 (Act.)
2 (Act.)
3 (Act.)
4 (Act.)
5 (Act.)
6 (Proj.)
7 (Proj.)
8 (Proj.)
9 (Proj.)
10 (Proj.)
11 (Proj.)
12 (Proj.)
13 (Proj.)
14 (Proj.)
15 (Proj.)
16 (Proj.)
17 (Proj.)

Acquisitio
n
Deposits
(c)
$30,000,000
-

Costs
(d)
$1,925,000
-
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Front-End
Fees
(e)
$300,000
-

EGPs
(f)
$302,094
356,730
517,263
549,372
414,428
253,964
149,039
81,593
60,646
45,060
33,468
24,850
18,445
13,687
10,154
7,531
5,584

Balance
End of
Year
(g)
$1,775,253
1,586,302
1,251,103
850,060
532,934
339,258
227,057
167,904
123,889
91,139
66,765
48,619
35,097
25,010
17,470
11,818
7,565

Revenue
Balance
End of
Year
(h)
$276,663
247,216
194,977
132,477
83,055
52,871
35,385
26,167
19,307
14,203
10,405
7,577
5,470
3,898
2,723
1,842
1,179

18 (Proj.)
19 (Proj.)
20 (Proj.)

5.50%
5.50%
5.50%
Present Values
k-factor

326,828
241,363
-

-

-

-

4,140
3,068
2,273

$1,925,000

$300,000

$2,192,412

0.87803

4,347
1,892
0

0.13684

Explanation of columns:
(a)
Discount rate for FASB Statement No. 97 product, which is the rate that accrues to contract holder
balances.
(b)
Prior year-end account value plus premiums plus interest credited less fees less withdrawals.
(c)
Premium deposits at beginning of contract year.
(d)
DAC as defined in FASB Statement No. 60, assumed to be incurred as of the
beginning of the year.
(e)
Front-end fees charged to contract holders at beginning of year for services to be provided over life of contract.
(f)
EGPs as defined in FASB Statement No. 97.
Ending deferred acquisition costs balance as defined in FASB Statement No. 97 using EGPs as
(g)
basis for amortization.
EOY DAC = BOY DAC + Acquisition Costs+ Interest – Amortization(f * 0.87803),
(h)
Ending URL balance as defined in FASB Statement No. 97 using EGPs as basis for amortization.
EOY URL = BOY URL + Front-End Fees + Interest – Amortization(f * 0.13684)
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677
295
0

D-2: Schedule 2 Original Contracts Deferred Acquisition Costs and
URL Amortization After Replacement
Unearned

Contract

Discount

Account
Value

Year

Rate
(a)
6.00%
7.00%
7.50%
6.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%
5.50%

End of Year
(b)
$30,694,950
31,201,417
28,510,294
22,772,598
8,408,782
6,209,885
4,586,000
3,386,761
2,501,123
1,847,079
1,364,068
1,007,364
743,939
549,399
405,731
299,632
221,278
163,414
120,681
-

1 (Act.)
2 (Act.)
3 (Act.)
4 (Act.)
5 (Act.)
6 (Proj.)
7 (Proj.)
8 (Proj.)
9 (Proj.)
10 (Proj.)
11 (Proj.)
12 (Proj.)
13 (Proj.)
14 (Proj.)
15 (Proj.)
16 (Proj.)
17 (Proj.)
18 (Proj.)
19 (Proj.)
20 (Proj.)

Present Values
k-factor

11/05/04

Acquisition
Deposits
(c)
$30,000,000
-

Front-End

Costs
(d)
$1,925,000
-

Fees
(e)
$300,000
-

EGPs
(f)
305,094
356,730
517,263
549,372
414,428
126,982
74,520
40,797
30,323
22,530
16,734
12,425
9,223
6,844
5,077
3,765
2,792
2,070
1,534
1,137

$1,925,000

$300,000

$1,973,711

0.97532

0.15200
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Deferred
Acquisition
Costs
Balance
End of
Year
(g)
$1,742,936
1,517,016
1,126,295
663,690
295,994
188,425
126,108
93,254
68,808
50,619
37,082
27,003
19,493
13,890
9,703
6,564
4,202
2,414
1,051
-

Revenue
Balance
End of
Year
(h)
$271,626
236,418
175,526
103,432
46,129
29,365
19,653
14,533
10,723
7,889
5,779
4,208
3,038
2,165
1,512
1,023
655
376
164
-

Explanation of
columns:
(a)
Discount rate for FASB Statement No. 97 product which is the rate that accrues to
contract holder balances.
(b)
Prior year-end account value plus premiums plus interest credited less fees less withdrawals (including
"replacements").
(c)
Premium deposits at beginning of contract year.
(d)
Deferred acquisition costs as defined in FASB Statement No. 60
assumed to be incurred as of the beginning of the year.
(e)
Front-end fees charged to contract holders at beginning of year for services to be provided over life of contract.
(f)
EGPs as defined in FASB Statement No. 97.
(g)
Ending deferred acquisition costs balance as defined in FASB Statement No. 97 using EGPs
as basis for amortization. EOY DAC = BOY DAC + Acquisition Costs + Interest –
Amortization(f * 0.97532).
(h)
Ending URL balance as defined in FASB Statement No. 97 using EGPs as basis for
amortization. EOY URL = BOY URL + Front-End Fees + Interest – Amortization(f * 0.15200).
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D-2: Schedule 3
Calculation of Carryover Amounts
Deferred
Acquisitio
n Costs
Balance
(a)
Balances just prior to replacement
Balances just after replacement, for contracts not electing to participate in the internal replacement
transaction at the end of year 5
Carryover Amounts, allocated to contracts choosing
the internal replacement at end of year 5

Explanation of columns:
(a)
Deferred acquisition costs balances end of year 5 from Schedules 1 and 2.
(b)
URL balances end of year 5 from Schedules 1 and 2.

11/05/04

$532,934

URL
Balance
(b)
$83,055

295,994

46,129

$236,941

$36,926

D-2: Schedule 4
Account Value, Deferred Acquisition Costs, Front-End Fees, and EGPs of Replacement Contracts
Contract
Year
At Replacement
6 (Proj.)
7 (Proj.)
8 (Proj.)
9 (Proj.)
10 (Proj.)
11 (Proj.)
12 (Proj.)
13 (Proj.)
14 (Proj.)
15 (Proj.)
16 (Proj.)
17 (Proj.)
18 (Proj.)
19 (Proj.)
20 (Proj.)

Account
Value
End of Year
(a)
$8,408,782
8,669,979
8,710,078
8,520,090
8,108,995
7,503,355
6,744,578
5,884,223
4,978,052
4,211,432
3,562,872
3,014,190
2,550,004
2,157,304
1,825,079
-

Acquisition
Costs
(b)
236,941
-

Front-End
Fees
(c)
36,926
-

Discount
Rate
(e)

EGPs
(d)
5,228
82,455
90,295
91,087
85,007
73,107
57,140
39,242
33,424
28,457
24,218
20,604
17,523
14,898
12,663

5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%
5.75%

$236,941
$36,926
$489,000
Present Values
0.4845
0.0755
k-factor
Explanation of columns:
(a) Prior year-end account value plus premiums plus interest credited less fees less withdrawals
(per Appendix D1, Schedule 3, column b).
(b) Carryover deferred acquisition costs as defined in FASB Statement No. 60, assumed to be incurred as of the beginning of the year
(carryover amount calculated per Schedule 3).
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(c)

Carryover front-end fees charged to contract holders at beginning of year for services to be provided over life of contract
(carryover amount calculated per Schedule 3).

(d)
(e)

EGPs as defined in FASB Statement No. 97 (per Appendix D1, Schedule 4, column b).
Discount rate for FASB Statement No. 97 product, which is the rate at which contract holder's funds accumulate.
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D-2: Schedule 5
Deferred Acquisition Costs and URL Amortization for Replacement Contracts

Contract
Year

<---------------------- Deferred Acquisition Costs Amortization -------------------->
Deferred
Acquisition
Acquisition
Interest
Costs
Costs
(a)
236,941

6 (Proj.)

Added
(b)

Amortization
(c)

(End of Year)
(d)

<----- Unearned Revenue Amortization ----->
Front-End

Interest

Fees
(e)

Added
(f)

Amortizatio
n
(g)

URL
(End of
Year)
(h)

13,624

(2,533)

248,032

$36,926

2,123

(395)

38,654

7 (Proj.)

-

14,262

(39,953)

222,340

-

2,223

(6,226)

34,650

8 (Proj.)

-

12,785

(43,752)

191,373

-

1,992

(6,818)

29,824

9 (Proj.)

-

11,004

(44,136)

158,242

-

1,715

(6,878)

24,661

10 (Proj.)

-

9,099

(41,189)

126,151

-

1,418

(6,419)

19,660

11 (Proj.)

-

7,254

(35,424)

97,982

-

1,130

(5,521)

15,270

12 (Proj.)

-

5,634

(27,687)

75,929

-

878

(4,315)

11,833

13 (Proj.)

-

4,366

(19,015)

61,280

-

680

(2,963)

9,550

14 (Proj.)
15 (Proj.)

-

3,524
2,795

(16,195)
(13,788)

48,608
37,615

-

549

(2,524)
(2,149)

7,575
5,862

11/05/04

436
16 (Proj.)

-

2,163

(11,735)

28,043

-

337

(1,829)

4,370

17 (Proj.)

-

1,612

(9,983)

19,672

-

251

(1,556)

3,066

18 (Proj.)

-

1,131

(8,491)

12,313

-

176

(1,323)

1,919

19 (Proj.)

-

708

(7,219)

5,802

-

110

(1,125)

904

20 (Proj.)

-

334

(6,136)

(0)

-

52

(956)

(0)

Explanation of columns:
(a)
Carryover deferred acquisition costs.
Interest on deferred acquisition
(b)
costs.
Deferred acquisition costs amortization (k-factor x
(c)
EGP, per Schedule 4).
(d)
Ending DAC = BOY DAC + (a) + (b) +(c).
(e)
Total front-end fees from original and replacement policies.
(f)
Interest on URL.
(g)
URL amortization (k-factor x EGP, per Schedule 4).
(h)
Ending URL = BOY URL + (e) + (f) + (g).
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D-2: Schedule 6
Combined Deferred Acquisition Costs and URL After the Internal Replacement
Transaction
Contract
Year

1 (Act.)
2 (Act.)
3 (Act.)
4 (Act.)
5 (Act.)

Deferred
Deferred
Total
Acquisition Acquisition
Costs
Costs
Replaced
Deferred
Original
Contracts Contracts Acquisition
Costs
(a)
(b)
(c)
$1,742,936
1,517,016
1,126,295
663,690

URL

URL

Original Replaced
Contract Contracts
s
(d)
(e)

1,742,936
1,517,016
1,126,295
663,690

$271,626
236,418
175,526
103,432

Total
URL
(f)
271,626
236,418
175,526
103,432

295,994

236,941

532,934

46,129

36,926

83,055

188,425

248,032

436,457

29,365

38,654

68,019

126,108

222,340

348,449

19,653

34,650

54,304

93,254

191,373

284,628

14,533

29,824

44,358

68,808

158,242

227,050

10,723

24,661

35,384

50,619
37,082
27,003
19,493
13,890
9,703
6,564
4,202

126,151
97,982
75,929
61,280
48,608
37,615
28,043
19,672

176,770
135,063
102,932
80,773
62,499
47,318
34,607
23,874

7,889
5,779
4,208
3,038
2,165
1,512
1,023
655

19,660
15,270
11,833
9,550
7,575
5,862
4,370
3,066

27,549
21,049
16,041
12,588
9,740
7,374
5,393
3,721

6 (Proj.)
7 (Proj.)
8 (Proj.)
9 (Proj.)
10 (Proj.)
11 (Proj.)
12 (Proj.)
13 (Proj.)
14 (Proj.)
15 (Proj.)
16 (Proj.)
17 (Proj.)

11/05/04

18 (Proj.)
19 (Proj.)
20 (Proj.)

2,414
1,051

12,313
5,802

14,727
6,853

376
164

1,919
904

2,295
1,068

0

(0)

0

0

(0)

0

Explanation of columns:
(a)
EOY DAC for original contracts. After year 6, DAC related to contracts not electing the
internal replacement transaction (per Schedule 2, column g).
(b)
EOY DAC for contracts electing the internal replacement transaction at the end of year
5 (per Schedule 5, column d).
(c)
Combined EOY DAC.
(d)
EOY URL for original contracts. After year 6, URL related to contracts not electing the
internal replacement transaction (per Schedule 2, column h).
(e)
EOY URL for contracts electing the internal replacement transaction at the end of
year 5 (per Schedule 5, column h).
(f)
Combined EOY URL.
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D-2: Schedule 7
Summary of Deferred Acquisition Costs and URL As a Result of Internal Replacement That Is Not Substantially Different

Deferred Acquisition Costs
$532,934

URL
$83,055

Nonreplaced Contracts (Year 5 balances)
After Replacement (Year 5 balances)

295,994
236,941
532,934

46,129
36,926
83,055

Difference

$ -

$ -

Original (Year 5 balances)

Summary of Accounting Entries
Deferred Acquisition Costs

$0
Deferred Acquisition Costs
Amortization

Change in Unearned Revenue

$0
URL

11/05/04

$0

$0

11/05/04

GLOSSARY

base contract. The type of contract specified in the original policy form prior to the addition or
election of riders or other contract features. For example, for an annuity with a GMIB rider, the
annuity would be considered the base contract.
contract exchange. The legal extinguishment of one contract and the issuance of another.
coverage. An insurance enterprise’s exposure to loss. The concept of coverage would typically
include the following: policy limits, deductible, insured, and covered property or insured event.
existing contract. The contract that is currently held by the contract holder and excludes
nonintegrated contract features.
general account. All operations of an insurance enterprise that are not reported in a separate
account.
integrated contract feature. A contract feature where the benefits provided by the feature can
be determined only in conjunction with the base or replacement contract.
internal replacement. A modification in product benefits or features that occurs by the exchange
of the contract for a new contract, election of features within the contract, or amendment,
endorsement, or rider to a contract.
nonintegrated contract feature. A contract feature that is not related or dependent on the
provisions of the base or replacement contract.
original contract. The contract that was initially entered into by the contract holder prior to any
internal replacement activity that resulted in a substantially unchanged contract.
ratchet death benefit. A death benefit equal to the highest account balance among prior
specified anniversary dates adjusted for deposits less partial withdrawals since the specified
anniversary date.
replaced contract. The contract that currently is held by the contract holder, and is exchanged
or modified in an internal replacement transaction.
replacement contract. The new or modified contract in an internal replacement transaction.
return of premium death benefit. A death benefit equal to the total deposits made by the
contract holder less any withdrawals.
reunderwriting. The reexamination of the insurance risk of the entire contract for purposes of
acceptance or rejection or for rating the risk for pricing purposes.
roll up death benefit. A death benefit equal to the total of deposits made to the contract less an
adjustment for partial withdrawals, accumulated at a specified interest rate.
sales inducements to contract holders. A product feature that enhances the investment yield
to the contract holder. The three main types of sales inducements are (1) day one bonus, which
increases the account value at inception, also called immediate bonus; (2) persistency bonus,
which increases the account value at the end of a specified period; and (3) enhanced yield, which
credits interest for a specified period in excess of rates currently being offered for other similar
contracts. Sales inducements are defined as contractually obligated inducements that are
explicitly identified in the contract and are in excess of current market conditions.
separate account. A separate investment account established and maintained by an insurance
enterprise under relevant state insurance law to which funds have been allocated for certain
contracts of the insurance enterprise or similar accounts used for foreign originated products.
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surrender charge. Charges assessed at contract redemption, whole or partial, regardless of
how the charges are labeled, such as contingent deferred sales charges.

91

